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ABSTRACT
At the present time corporate business combinations are occurring
frequently as they have in two previous periods of American history.
The pur9ose of this study is to examine the two accounting methods
which are now used to record business combinations and to study the
consequences of having two methods for recording similar business com
binations.
The criteria used to choose beh;een the tl·10 accounting methods
are exa.'nined.

It is found that the criteria used are unacceptable

for selecting one of the alternative methods.

An

explanation of the principles involved in recording a com

bination as either a purchase or a pooling of interests is given in
this study.

A model is used to show the possible effects of choos

ing one methoc:1 rather than the other.
On the basis of tlle differences which may exist in financial
statements from choosing one method of recording a business co..1bin
ation rather than the other, both methods warrant careful examination
to justif y their continued use.
The writer concludes that the pooling of interests method as it
now exists is unacceptable in most instances for recording business
combinations.

The method is not in accordance with accepted account

in� practices because it ignores the economic nature of a business
combination.

In all but a few instances the purchase method is the

only acceptable means of recording a business combination.

CHAPTER I
INrRODUCTION AND STATFMENT OF OBJECTIVES
The accounting methods for recording the combination of t\io or
more business firms through merger or acquisition into a single eco
nomic unit has become one of the accountant's most difficult problems.
The accountant is charged with recording the event on the books and
records of the surviving unit by one of t\ro acceptable methods • 1

The

event may be recorded as either a "purchase" or as a "pooling of in
terests."

The acceptability of two recording methods gives the ac

countant a choice and herein lies the problem. The accountant only
recently has had trds problem, however, due to certain factors as seen
in both the history of accounting and the history of corporate mergers.
In the United States there have been three periods when combina
tions of one fcrL or another have been prominent in the history of
corporate business.2

T .e first of these periods was in the 1890's

following the passage of the Sherman Anti-Trust Act in

1 890.

This

period, though of paramount importance in the history of American
business, was of little importance for the purposes of this study due
to the infancy of accounting.

The second period started immediately

following \'lorld \var I and continued until

1929

and the stock market

1 Accounting Research and Terminolop;y Bulletin. New York: The
American Institute of Certified Public Accountants, 1961.
2 Wyatt, Arthur R. Accounting Research Study No.�•
"A Critical
Study of Accounting for Busin ess Combinations." New York: The
American Institute of Certified Public Accountants, p. 1.
1

•
crash in October.

2
This second period is again of little importance

for the same'reason. Accounting was still young and there was a
consequential lack of any established methodology for recording busi
ness combinations. The third period, and the one which is of concern
to this study, began after \v'orld War II and has continued up to the
present time.

This third period is of importance not only to ac

countants, but to this study, for primarily two reasons.

First, the

various securities laws passed in the United States, subsequent to
the second merger period ending in

1 9 29,

have forced accountants and

accounting to deal with the problem of recognizing, reporting and
disclosing combinations to the public.

Secondly, since about

1 940

the American Institute of Certified Public Accounts has been instrumental in shaping accounting theory

an{

practices

a.."'ld

its opinions

have formulated the established methods of reco rding business com
binations. 1

Prior to the passac-e of the so-cal led "truth in secu

rities law112 and the establishment of a com;:,on r.ietho, for recording
the event of a combination accountants were not held responsible for
adequately disclosine business combinations.
The fact that recording a business combination has, for various
reasons which ivill be noted later, become a very complex problem for
accounting is evidenced by the large amount of writing on this subject

in business and professional journals.3 Almost without exception

1 Accounting Research and Terminology Bulletin. New York: The
American Institute of Certified Public Accountants, 196 1.
The Federal Securities Act of 1 933.
2
3 See for exa."llple: Jaenicke, Harry R. ''Managements Choice to
Purchase or Pool." The Accounting Review, XXXVII (October, 1 96 2 ),
p. 758; May, George 0:- "Business Combinations An Alternative View."
1i1e Journal of Accountancy, Volume 1 03 (April, 1 957), p. 33; Loprenza,
Samuel R. "Pooling Theory and Practice in Bus iness Combinations."
The Accounting Review, XXXVII (April, 1962), p. 2 63.

3
the scope and purposes of the current writing on this subject have
been to establish criteria whereby one can judge when a business
combination is to be classified a "purchase" and when a business
combination is to be termed a "pooling of interests."

This is a

problem which is ·of importance in that the accounting mechanics
and methods \'tlich are to be used differ �reatly depending upon
whether the combination is deemed a "purchase" or a "pooling of
interests."

Far too little attention has been given, however, to

the consequences of selectin,.,- one of the two methods of recording
the combination rather than the alternative, as has too little
attention been f,"iven to the theoretical justification of the two
acceptable methods of recording a single economic event.
This study also attempts to contribute to the solution of the
problem of determining when a business combination is justifiably
recorded as a purchase and when it is a pooling of interests. i,1ore
than that, the purpose of this study is to show the far reac:·inl'.'"
financial effects of selecting one method over another as well. as to
examine critically the theoretical justification of the two r10 �hods
a nd the criteria currently used to select one accounting treatment
rather than the other.
To accomplish these objectives the criteria which have been
used, and are currently in use, to determine when a business combi
nation is to be termed a purchase or when it is a pooling of inter
ests will be traced and the errors involved in their application and
adoption will be shown. The accounting mechanics of recording a
combination as a purchase and as a pooling will be illustrated in

4

Chapters III and IV. A hypothetical moqel will then be utilized
to show the financial effects of being able to choose one recording
method rather than another in the absence of having adequate crite
ria upon which to base a choice of methods.

In light of the results

illustrated by' tl�e model, an attempt will be made in Chapter VI to
arrive at theoretically justifiable methods for recording business
combinations and an equally justifiable criterion for selecting one
method rather than another.
n1e model, rather than selected individual cases, was chosen
to illustrate the effects of this problem for two reasons.

First,

the model shows exceedingly well what must be revealed and does it
in a manner which leaves no doubt but what its results are applicable
to numerous business combinations rather than one specific combina
tion. Secondly, extensive examination of r.1ergers by Anelise Nick
Mesich in a recent doctoral dissertation in this precise area af
firmeci the fact that the model devised in this study illustrates that
by mere choice of method one can alter

(1)

earnings,

(2)

cost of cap

ital, (3) market value of securities, and (4) strenf-th as revealed by

financial structure.1 Since other research also a£firmed the approval
of the model used in this paper, there appears to be no further jus

tification needed for its use.2 The problems and the effects of their

solutions \rl1ich are brought out in this study are characteristic
1 Mesich, Anelise Nick. An Evaluation of Purchase and Pooling �
cepts of Accounting For Corporate Mergers � Acquisitions. University
of California, Los Angeles, (May, 1963).
2 tvyatt, Arthur R. Accountin� Research Study �. 2.. "A Critical
Study of Accountin6 For Business Combinations." New York: The
American Institute of Certified Public Acc ountants, 1963.
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of all business combinations and not of isolated actual events, a
fact which would have been unavoidably difficult to substantiate had
selected actual combinations been utilized.
Certain assumptions are made in this paper which are not atypical of assuD1ptions always present when one is writing about

ac

countihg and/or the effects of accounting and its methods.
Initially, it is assumed that when

nro

or more business units

are combined these entities are corporations.

Secondly, it is

as

sumed that the concern is only with that which can be measured ob
jectively.

"Objectively"

is used in thi s instance in the manner in

which accountants refer to the word; t�1at is,
11

changes in assets and liabilities and the related effects
(if any) on revenues, expenses, retained earnings, and the
like, should not be r.iven .formal recognition in the accounts
earlier than the point of time at which they can be measured
in objective terms. 11 1
• • •

Thirdly, it is assumed that as a final goal of re!)orting,
"accounting reports should disclose ti.at which is necessary to make
them not misleading. "2

In the interests 01:' sound financial reporting

therefore, this report represents a critical examination of existing
standards for objectively reporting business combinations.

The unit

of combination is limited to the corporation.
Certain factors which have been of great importance in contrib
uting to or limiting the current merger movement have not been con
sidered in this report.

These factors include federal incoire tax

1 Moonitz, Maurice. Accounting Research Study No. 1. "The Basic
Postulates of Accounting." New York: The American Institute of
Certified Public Accountants, p. 53.
2 Ibid.
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regulations and the several federal anti-trust laws passed in this
country since 1890.

Though both have been of undisputed importance

neither seems to be pertinent to the scope of this paper.

While

anti-trust lai'ls have in part dictated what types of companies may
legally be combined, the problems involved Nith recording and re
porting the combination have in no \•,ay been affected by anti-trust
laws as they have by the so-called "truth in securities legislation."
Though federal income ta.� regulations undoubtedly in part have dic
tated not only what companies may profitably be combined, but have
even dictated which method is chosen to record the combination, the
many intricacies of federal tax regulation have not been considered
\'Iithin the scope of this study.

The basic tenets of accounting

theory and sonnd financial reporting must be both logically founded
and feasible, irrespective of the whim of a tax court or legislative
assembly.

The problem of correct recording and proper reporting

of a business combination is totally irrelevant to tax laws that
might make it advantageous to report a combination in any manner that
is inconsistent with accounting standards and not in the best interests
of sound financial reporting.

For t�is reason federal tax regulations

have not been a part of this study.

CHAPTER II
THE DEVELOPMENT OF THE F..STABLIS IIED C::l.ITE.�IA
FOR DETERMINil\'G IF A BUSIN'.::.SS COMBINATION
IS A Pt.mCHASE O:'.'?. A POOUN1 OF INl'EIUlSTS
The problem of determining when a business combination is a
purchase and wh�n it is a pooling of interests is a new one, as is
the concept of a "pooling of interests." The first distinctions
bet\·:een the two concepts were somewhat crude though very workable
from a definitional standpoint. Traditionally financial writers
have contended th at when two Corporations, A and B, combine w:i. th
the result being that Corporation A survives and Corporation B is
absorbed, the combination is a merger . 1

\'.'hen accountants spoke of

this form of business combination it uas appropriately entitled a
purchase. Hhen Corporations A and B combine with the result the
forma tion of Corporation C (or Corporation .1-ill) the combination was
called by some a consolidation. 2 Accountants have correspondingly
called th.i s combination a "poolin� of interests." The problem which
is now facing the accounting and financial conununity is not one of
terminoloe;y, however, since the above definitions are generally ac
cepted.

The problem has been to develop criteria for precisely

detern.ining \'lhen a combination falls within the accepted definitions
of a purchase and of a pooling of interests.
1 Weston, J. Fred. Manat;erial Finance.
and i-'linston, 196 2 , p. 497.
2 Ibid.
7

New York:

Holt, Rinehart
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The development of adequate criteria for determining if a
business combination should be treated as a purchase or as a pool
inr of interests is of importance because of the significant dif
ferences in methods of recording the combination which may correctly
be applied depending upon how the particular combination is clas
sified.

In attempting to develop adequate criteria for classi

fying business combinations into one of the two types, the American
Institute of Certified Public Accountants has been instrumental.
The first opinion by the American Institute of Certified Public
Accountants on this problem was issued in 1950 though attempts had
been made to establish workable criteria somewhat earlier than this.
The phrase "pooling of interests" was not however generally applied
until the opinion of 1950. 1

Before the opinion of 1950, which

attempted to clarify existing thinking as to what would be an ade
quate distinction between when a combination should be viewed as a
pooling and when it was to be considered a purchase, t·:_ere were
several factors which were held to be necessarily present before a
combination could be considered a pooling of interests. The factors
necessary before one was to consider a conbination a pooling of
interests were as follows: 2
(1)

The net worth of the combining entities must be of

comparable size at the tirae of the combination.
1 Mosich, Anelise Nick. An Evaluation of Purchase and Poolin� Con
cepts of Accounting for Corporate Mergersand Acauisilions. University
of California, Los Angeles, (May, 1963), p. 65.
2
Accounting and Reporting Problems of� Accounting Profession.
Chicago: Arthur Anderson and Co., 196 2, p. 73.
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(2) The activities of the fi1:111s in question should-be of
a complementary nature, (activities meaninG either service per
formed or product manufactured).
(3)

111e respective managements of the constituent firms

must, for the most part, continue after the combination.
(4) No cash should be paid for the stock of any constit
uent firm or to the firm's shareholders.
(5)

Only common stock may be issued in conjunction with

the merger.
(6)

No substantial change in O'\'mership can occur either

just before or just after the combination.
(7)

No significant portion of the business or activity

of any of the constituent firms may

be

either sold or discon

tinued.
For the most part these factors have not_ been considered by
students of t he subject as pertinent to the formation of adequate
criteria for detennining what type of combination has taken place since
they are without logical basis with respect to sound financial reporting.
The relative size, as measured by net worth, of the combining
entities seemingly has no relevance in the matter of judging whether
a combination should be termed a purchase or a pooling of interests.
To submit that accounting theory, and consequently accounting meth
odology, should be determined by the relative size of the companies
concerned i s without merit.

The determination of how an economic

event is to be recorded must be made with due consideration of

10

economic factors.

The establishment of an arbitrary relative size

which must be present in the constituent companies before a pooling
of interests \can
permissively take place is a criterion which is
I
not supported by economic factors.
The requi�ement that the respective firms' managem�nts must
continue after 'the combination appears to be without economic jus
tification.

The' promotion of a business combination is of ten to

realize certain, "economies of scale," one of which is the elimination
of management duplication.

If a method of recording is based upon

the denial of realizing certain economics of operation as a combined
unit, this factor as a criterion for determining vki.ich type of com
bination has talcen place is of 1i ttle sound basis as is a restriction on the relative size of the conbining units.
To insist that the activities of the constituent firms be of a
complementary nature has had little significance with the recent
trend on t�"e part of companies for diversification. 1

Indeed, the

sole reason for cor.ibinin,,- may be to acquire an acti vit:' which in no
way complements the normal operation of a firm.

However, the fact

that recent merger practices see:.n to indicate that firr.is are not c0r.1bininc: Hith complenentary companies in no way denies that this crite
rion is not adequate for determining i£ a pooling of interests has
taken place.

A distinction must be made as to when the intent of

the combination is for one company to acquire the activities of
another as an alternative to complementing the activities of both
firms rather than only one of the constituent units.
1

Ibid.
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The assertion that no cash may be paid to either of the firms,
or to either firm's shareholders, denies the accountants' concep
tion of materiality.

Cash necessarily may be paid to minority in

terest shareholders of one or both companies· in the interest of
having the combination consummated rapidly and without incident.

To

deny that a combination is a pooling of interests because of the
payment of any cash seems unreasonable.

Admittedly, however, the

payment of material amounts of cash to any party ,,rould indicate that
the combination is more likely to be a purchase than a pooling of
interests.

The requirement that only common stock may b e issued is

related to the insistence upon not havinG a payment of cash involved
in the transaction.

It is clear that imrrraterial amounts of cash in

conjunction with the issuance of cor:m:on stock is perr.tlssible in a
pooling of interests.

It is less clear, ;iot,ever, :_r' a co17'bination

should be denied treatment as a pooling of interests ,-,'hen preferred
stoclc is issued, especially
rights.

\f

.en the preferred stock has voting

It is even less clear whether a form of debt may be issued

to eit her surviving shareholders or to a constituent corporation.
However, if the intent and the effect of issuing a d.ebt instrument
was to change substantially the ownership of either the constituent
corporations or the ownership interests of the surviving corporation
then the combination more clearly resembles a purchase.

I f 0\-mer

ship continuity is not affected by the issuance of debt, it appears
that there is no justification for denying that the combination is
a pooling of interests.

12

The insistence that there not be substantial ownership changes,
either just before or just after a combination, if a pooling of in
terests is to have taken place is of supportable merit.

Furthermore,

if mmership continuity is relatively unchanged then it would seem
that some of the previously discussed factors would not be relevant
in determining what form of combination has taken place.

Irrespec

tive of whether management changes, the activities of the firm are
different, or are sold, the important fact is that if ownership does
not change the power to affect management or the activities of the
It seems that all of the other suggested

firm has not changed.

factors have no bearing on this question if ownership is not sub
stantially altered.

n1e indication of mmers;1ip continuity implies

that the intent was not to acquire the interests of anot:ier party
but rather to pool the respective owners' interests in a new econom.ic unit.
The fact that mmership must not substantially change if a
pooling of interests is to take place was not precisely stated in
Accountin� Research Bulletin No. 40 issued in 1950.

In this ini

tial opinion the American Institute 0£ Certified Public Accountants
clouded the real issue at hand in attempting to formalize criteria
for judging when a combination was to be judged a pooling of in
terests rather than a purchase. Accounting Research Bulletin No.
40 in stmunary states: 1
(1)

n1at all or substantially all of the equity interests

1 Accountinf\' Research Bulletin No. 40. "Business Combinations."
New York: American Institute ofCertified Public Accountants, 1950.
pp. 299 - 300.
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in constituent companies remain unchanged if a pooling of in
terests is to have taken place.
(2)

That the relative size of the constituents must be

consider�d.
(3) \There should be continuity of management.
(4)

If the activities of the businesses to be combined

are either similar or complementary in nature it-would indicate
that a pooling of interests may have talcen place.
This pronouncement as a first effort at clarifying a difficult
accounting problem accomplished little.

As Mosich points out:

"Bulletin No. 40 provided very little in the nature of
standards regarding the various criteria. It provided no
guidance as to the relative importance of each criterion and
made no attempt to set a quantitative limit on the size of
the constituents to a pooling. 111
By merely repeating the many· criteria offered, _r,e Bulletin
added nothine in the way of formally standardizin� the necessary
.criteria which must be present before the accountant chooses bet,.,een
the two recording methods.

,Ji th the issuance of Accountin; .1esearch

Bulletin No. 43, the provisions of the prior bulletin were adopted
with only minor revisions.

Accounting Research Bulletin No. 43

states:
"For accountinp. purposes, the distinction between a pooling
of interests and a purchase is to be found in the attendant cir
cumstances rather than in the legal designation as a merger or
a consolidation, or in legal consideration s ,tl th respect to a
vailability of net assets for dividends, or provisions of the
1 .Mosich, Anelise Nick. An Evaluation of Purchase and Pooling Con
cepts of Accounting for Corporate Mergers and Acquisitions. University
of California, Los Angeles, (May, 1963), p. 69.
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Internal Revenue Code with respect. to incorre taxes. In a pool
ing of interests, all or substantially all of the equity in
terests in predecessor corporations continue, as such, in a
survivi1;1g corporation w11ich may be one of the predecessor cor
porations, or in a new one created for the purpose. In a pur
chase, op the other lland, an important part or all of the
ownership of the acquired corporation is eliminated. A plan
or firm int�ntion and understandinG to retire capital stock
issued to the ovmers of one or more 0£ the corporate parties,
or substantial changes in ownership occurring irnnediately be
fore or after the combination, would also tend to indicate
that the combination is a purchase.
Other factors to be taken into consideration in deter
minin3 whether a purchase or a pooling of interests is in
volved are the relative size of tbe constituent companies
and the continuity of management or power to control the
manar;ement. Thus, a purchase may be indicated Nhen one cor
porate party to a combination is quite mi.nor in size in re
lation to the others, or where the manage1:1ent of one of the
corporate parties to the combination is eliminated or its
influence upon ·the manage::,ent of the surviving corporation
is very small. Other things being equal, the presumption
that a pooling of interests is involved would be strengthened
if the activities of the businesses to be combined are either
similar or complementary. No one of these factors would
necessarily be deten1inative, but their presence or absence
would be cumulative in effect."1
In their latest pronouncement on this problem, that of Accounting Research Bulletin No. 48, the institute chan?:ed their thinking
somewhat from i::he prior opinions.

Accounting J.esearch Bulletin No.

48 states:
(1) "l�or accounting purposes, a purchase may be described
as a business combination of two or more corporations in which
an important part of the O\mership interests in the acquired
corporation or corporations is eli1,iinated or in which other fac
tors requisite to a pooling of interests are not present.
(2) In contrast, a pooling of interests may be described
for accounting purposes as a business combination of two or more
corporations in which the holders of substantially all of the
m•mership interests in the constituent corporations become the
m-mers of a single corporation ·which owns the assets and busi
nesses of the constituent corporations, either directly or
1 Accounting Research and Terminology Bulletins. New York: American
Institute of Certified Public Accountants, 1961, pp. 21 - 22.
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through one or mo;:e subsidiaries, and in which certain other
factors discussed below a;:e present."l
(3) "In determininr- the extent to ,1hich a new ownership
or a continuity of old ownership exists in a particular busi
ness combination, consideration should be given to attendant
circum.stances.112
The attendant circumstances to be considered when following the
opinion of Bulletin No. 48 are the same as those given in the prior
opinions. Bulletin No. 48, does however, seem to insist more strongly
that continuity of ownership is the most important single factor to
be looked at when attempting to evaluate how a combination is to be
recorded. The opinion does not say, however, hot1 one is to weigh
the relative presence of one or more of the attendant circumstances.
"No one of the factors discussed in paragraphs five and
six ( the attendant circunstances of bulletin No. 43) vmuld
necessarily be determinative and any one factor might have
varying degrees of si["'.nificance in different cases. Hoi1Jever,
their presence or absence would be cumulative in effect. Since
the conclusions to be drm-m from consideration of :l:hese dif
ferent relevant ci:rcu:.-istances may be in con£lict or partially
so, deterr.1ination as to Hhethcr a particular combi::ation is a
purchase or a pooling of interests s::ould be made in the light
of all such attendant circurJ.stances. "3
Thouih Accounting �esearch Bulletin No.

48. has

been, for the

most part, ineffective in its attempt to establish the adequate
criteria needed for identifying business conbinations it has not been
any less meaningful than the opinions, or lack of them, by other organ
izations. Arthur Anderson and Company has noted a similar lack of
success in dealing with the problem of establishing criteria by
1

2

3

Ibid.
Ibid.
Ibid.

p. 22.
p. 23.
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orp;anizations other than the Amer ican Institute of Certified Public
Accountants.

In noting the problem the Securities and Exchange

Conriission has been faced Nith when aclmowledging business combinations, Arthur Anderson and Company states:
"TI1e Securities and Exchange Cor.unission has tried to
follow the criteria of ARI3 48, but it has not held to these
factors because the concepts of that bulletin have not
proved to be practicable or sound.
The staff of the Securities and Exchange Commission has
found this subject to be a very difficult one to deal with,
since no loJical criteria are available to be used as guides
in all cases. As a result, it has been almost impossible for
them to follo.•1 c onsistent policies in tl:is area for any signif
icant period of time."l
The various committees of the Ame:rican Accounting Association
have not attempted to discuss the problem in their publications.
The effect of illogically conceived criteria for choosing be
tween two distinctive methods of recordinr, business combinations
is pointed out in many Dublications and by the actions of the
A.�erican Institute of Certified Public Accountants.

Since the

opinion of Accounting .Research Bulletin :t--b. 48, the institute con
tracted for a study to be made of the problem of recording business
cor.ibinations by Professor Art11Ur R. :"lyatt.

In tbc study 1\'yatt

states:
"Nhilc tl,e various combinations entered into during the
p�riod (late 1950's) were classified as purchases or as
poolinr:s; a review of the conditions underlyinr similar com
binations \'Jhich \'lere classified differently failed to disclose
the justification for a difference in classifications. Numer
ous accountants with whom this problem \-Ja.S discussed argued
stronr,ly that careful analysis of the criteria to guide ap
propriate classification as set forth in Accounting Research
Bulletin No. 48, would lead to the conclusion that these
1 AccountinG � Recording Problems of� Accounting Profession.
Chicago: Arthur An�erson and Co., 1962, p. 72.
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criteria, as stated, were either inappropriate or inadequate
bases upon which to distinguish a combination as a purchase
or a pooling. 11 1
Professor Hyatt thus told the institute what the profession
thought of Accounting Research I3ulletin No. 48.

However, as yet

there is no in�ication that a new opinion is forthcoming.

Henry

Jaenicke has as�essed accurately the current state of confusion
and the need fo¼ adoption of adequate criteria wh�n he Nrites that
even m·mership continuity is no longer considered essential for a
business combination to be classified as a pooling of interests.2
"i'Jhen manareme�t wants to pool, tr-,ere is little question
but that the accountant can justify t·:at treatment even in the
face of seemin,.ly substantial changes in 0\-mership, especially
in v iew of the fact that no one of the criteria sug;ested in
Bulletin No. 48 is in itself determinative. 11 3
That there has been next to no adherence to the suggestions of
Accountin;: Research Bulletin I-Io. 48 there can be no doubt.
is a very significant probler.i has yet to be proved.

That this

The ultimate

effect of being able to choose between two different accounting
methods for recording an identical business combination has yet to
be realized.

The next two chapters of this study describe the ac

counting methods which are to be fcillov1ed once a commitment is made
to classify a combination as either a purchase or a pooling of in
terests.

111.e results of being able to choose between the most

favorable of the tv10 methods are shown in Chapter V of this study.
1 Wyatt, Arthur R. Accounting Research Study No. 2.• "A Critical
Study of Accounting for Business Combinations." New York: The
American Institute of Certified Public Accountants, 1963, pp. 41 42.
2 Jaenicke, Henry R. "OWnership Continuity and ARB No. 48." The
Journal of Accountancy. Volume 114 (December, 1962), p. 62.
3 Ibid. P• 63.
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Professor Jaenicke summarizes his feelings in another publica
tion by stating:
"M�agement usual ly has a genuine.. choice of whether to
pool or purchase and that choice is made on the basis of that
method Wt).ich will give the most favorable results. 11 1

1 Jaenicke, Henry R. "Managements Choice To Purchase or Pool."
The Accounting Review, Volume 114 (October, 1962), p. 765.

CHAPTE.� I II
ACCOUNl'ING FOR BUSINESS COMBINATIONS:
PURCHASES

When a corabination is to be recorded as a purchase, irrespective
of the criteria used to decide that the combination is in fact a
purchase, there are three basic types of purchase situations; one
will be presented with the combination in question.

The first type

is present when the purchase price of the acquired corporation is
equal to its net worth.

This situation presents the fe\-.est problems

to the recorder although it is infrequently found.

In the second

situation, the purchase price of the corporation exceeds the book
value as shown on the acquired corporation's books.

This situation

is the one in \·;hich a decision must be made as to whether the excess
of cost over book value will be carried forward on the acquiring com
pany's books in the form of a tangible or intangible asset.

The

third situation is present when the cost of the acquired corporation
is less than the book value of its assets.
Balance sheets for two separate corporations are shown on the
two following pages.

Corporation A represents the acquiring cor

poration while Corporation B represents the corporation to be ac
quired.

The three situations which could be present Hhen a combina

tion is treated as a purchase arc shown with entries which record
the combination illustrated as three separate·cases on subsequent
pages in this chapter.

The balance sheets illustrated have no
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CORPORATION A
THE ACQUIRING CORPORATION
BAI.Al\'CE SHEET
December 31, 19xx
ASSETS

CURREN!' ASSETS

Cash
Accounts Receivable
Inventory
Other Current Assets
Total Current Assets

$

so,000.00
147,000.00
239,000.00
71,400.00

$

507,400.00

FIXED ASSETS
Land
$
30,000.00
Buildings - Net of Depreciation 1,030,000.00
Equipment - Net of Depreciation 1,325,000.00
Total Fixed Assets
TOTAL ASSETS

$2,385,000.00
$2,892,400.00

LIABILITIES AND STOCKHOLDER'S EQUITY
CURRENT LIABILITIES
Accounts Payable
$
Notes Payable
Federal Taxes Payable
Total Current Liabilities

135 ,000.00
40,000.00
27,300.00

$

202,300.00

$

825,000.00

LO NG TERM LIABILITIES
First Refunding Mortgage Bonds
- 4%
$ 575,000.00
Debenture Bonds - 4½%
250,000.00
Total Long Term Liabilities
TOTAL LIABILITIES

$1,027,300.00

STOCKHOLDER'S EQUITY
Common Stock - authorized 200,000 shares;
issued and outstanding 100,000 shares
of $10.00 par value
$1,000,000.00
Retained Earnings
865,100.00
Total Stockholder's Equity

TOTAL LIABILITIES AND STOCKHOl.l).ER 'S EQUITY

$1,865,100.00
$2,892,400.00
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CORPORATION B
THE ACQUIRED CORPORATION
BALANCE SHEET
December 31, 19:xx
ASSETS
CURRE?IIT ASSETS
Cash
Accounts Receivable
Inventory
Other Current Assets
Total Current Assets

$

22,000.00
39,000.00
106,000.00
52,600 �00
1

$

219,600.00

$

447,000.00

$

666,600.00

$

86,600.00

$

230,000.00

$

316,600.00

$

3501 000.00

$

666,600.00

FIXED ASSETS
Land
$
14,000.00
Buildings - Net of Depreciation
197,000.00
Equipment - Net of Depreciation__2_3_6�7�o o_ _o_._o_o
Total Fixed Assets
TOTAL ASSETS
LIABILITIES ANlJ STOCKHOLDER'S EQUITY
CURREN!' LIABILITIES
Accounts Payable
$
Other Current Liabilities
Total Current Liabilities

64,600.00
22,000.00

LONG TERM LIABILITIES
Notes Payable - First Fidelity Bank
TOTAL LIABILITIES
STOCKHOLDEl'S EQUITY
Common Stock - issued and outstanding 1000
shares of $15.00 par value
$ 1so,ooo.oo
Retained Earnings
200,000.00
Total Stockholder's Equity
TOTAL LIABILITIF.S AND STOCKHOLDER'S EQUITY
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particular sirnificance and are shown merely to illustrate the
three types of purchase situations which must be recorded.

In

all three instances the combination takes place on January 1, the
first day following a year end at December 31, for both corporations.
In all three situations the assets of the acquired corporation
must be recorded on the books of the acquiring corporation in some
manner consistent with generally accepted accountin� principles.
Accounting Research and Terminology Bulletin No. 48 gives the opin
ion of the A.�erican Institute of Certified Public Acco untants as to
what is the accepted method for arriving at the va lue of the acquired
corporation's assets.
"When a combination is deemed to be a purchase, the assets
acquired should be recorded on the books of the acquiring cor
poration at cost, measured in money, or, in the event other
consideration is given, at the fair value of such other con
sideration, or at the fair value of the property acquired,
whichever is more clearly evident. This is in accordance with
the procedure applicable to accountinf for purchase of assets.111
This statement has generally been interpreted that the market
value of the acquiring corporation's stock is an acceptable basis
for recording the value of the assets acquired if, of course, stock
was the instrur:ient of exchange.

Clearly, there .is no problem in

ascertaining the cost of the assets acquired if cash is given to the
acquired corporation's stockholders.

\'Jhen stock is used, however,

the market value of the stock is often obtainable and hence this
value, as a cost of the assets acguired, is "more clearly evident"
1 Accounting Research and Terminology Bulletins. New York: The
American Institute of Certified Public Accountants, 1961, ,p. 24.
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than the actual value of the assets purchased.

The propriety of

using market values of stock as the basis for recording the value
of purchased assets, rather than attemptin� to recognize the value,
in terms of earning poHer, of the assets acquired, will be discussed
in Chapter VI of this study.

The follm.rin1:, three situations will

all, however, use the market value of the stock of Corporation A
at December 31, 19xx, as the value of the consideration given to
purchase Corporation

B.

For the first illustration it is assumed that the current

mar

ket value of Corporation A common stock is $35 .oo per share and that

10,000 shares of Corporation A common stock is given to the share
holders of Corporation B.

The following journal entry on the books

of Corporation A records this business combination and would result
in a balance sheet for Corporation A ·as is shm-m on page twenty-four
of this study.

$ 22,000.00
Cash
39,000.00
Accounts Recei vable
106,000.00
Inventory
52,600.00
Other Current Assets
14,000.00
Land
197,000.00
Buildings
236,000.00
Equipment
Accounts Payable
Other Current Liabilities
Notes Payable
Common Stock
Paid In Surplus

$ 64,600.00
22,000.00
230,000.00
100,000.00
250,000.00

The consideration given to acquire Corporation B is $350,000.00
since this is the market value of 1,000 shares of Corporation A
con..'"lon stock.
creased

The common stock account of Corporation A is in

by $100,000.00 since this is the par value of 1,000 shares

of the Corporation's stock.

Corporation A received $350,000.00 in
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CORPORATION A
BALANCE SHE.ET
January 1, 19xl

ASSETS
CURREl\ff ASSETS
Cash
Accounts Receivable
Inventory
Other Current Assets
Total Current Assets

$

72,000.00
186,000.00
345,000.00
124,000.00

$

727,000.00

FIXED ASSETS
Land
Buildings - Net of Depreciation
Equipment - Net of Depreciation
Total Fixed Assets

$

44,000.00
1,227,000.00
1,561,000.00

$2,832,000.00
$3,559, 000.00

TOTAL ASSETS
LIABILITIES AND STOCKHOLDER'S EQUITY
CURR.ENI' LIABILITIES
Accounts Payable
$
Notes Payable
Federal Taxes Payable
Other Current Liabilities
Total Current Liabilities

199,600.00
40,000.00
27,300.00
22,000.00

$

288,900.00

LONG TERM LIABILITIES
First !:'tefundin:-i; Mortgage Bonds
- 4%
$ 575,000.00
250,000.00
Debenture Bonds - 4}%
o ,,_o_o_o_;._o_o
23_....
Note Payable-First Fide 1i ty Bank___
Total Long Term Liabilities
TOTAL LIABILITIES

Sl,055,000.00
$1,34 3,900.00

STCCKHOLDE"'.l 'S EQUITY

Cor.imon Stock - authorized 200,000 shares
issued and outstanding 110,000 shares
$1,100,000.00
of $10.00 par value
865,100.00
Retained Earnings
250,000.00
Paid In Surplus - Common Stock
Total Stoclcholder 's Equity
TOTAL LIAI3ILITIES AND STOCKHOLDER'S EQUITY

$2,215,100.00
$3,559,000.00
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assets for the issuance of $100,000.00 (book value·) worth of stock;
hence, the creation of capital surplus in the amount of $250,000.00.
It is appropriate, as is shown on page twenty-four, to indicate
that the '.i250, 000.00 is created by a transaction involving common
stock as is the case in any other situation when the value received
exceeds the book value of the stock.

In this example it is assumed

that Corporation B has carried the assets of the Corporation on
t 1eir books in a manner which is riot inconsistent with generally
accepted accountin� principles.

There \·1ould be no propriety in

carryinr; forward the valu� of an asset if it \-Jere incorrectly stated.
In this situation, any necessary adjustments to the asset balances
as shown by Corporation B result in tl:e combination being consummated
for either more or less than the book value of the purchased corpora
tion.

If the re are no adjustments to be made, however, it is ap

parent how easily this business combination is recorded when the
value of the consideration given is equal to the book value of the
assets acquired.
The simplicity of the first situation is not present hm1ever
if the value of the consideration given exceeds the book value of

the assets acquiJ;-ed.

AssUr:1ing the sa..;1.e situation as was present in

the previous example except that rather than issuing 10,000 shares
of stock to the shareholders of Corporation B there is an issuance
of 15,000 shares the combination is recorded on the books of
Corporation A by the following journal entry.
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$ 22,000.00
Cash
39,000.00
Ac;counts Receivable
106,000.00
Inventory
52,600.00
Other Current Assets
14,000.00
Lai1.d
197,000.00
Buildinf;S
Equipment
236,000.00
Excess of Cost Over
175,000.00
Bopk Value
Accounts Payable
Other Current Liabilities
+\Totes Payable
Gammon Stock
Paid In Surplus

$ 64,600.00
22,000.00
230,000.00
150,000.00
375,000.00

As was the case in the previously illustrated situation, paidin surplus is created.

The value of the assets acquired is $525,000.00

while the book value of the newly issued stock is only $150,000.00.
T'ne new basis for the assets acquired, that of $525,000.00, as a
result of the market value of 15,000 shares of Corporation A common
stock, creates a new problem for the accountant which was not present
in the fonner example.

The book value of the assets acquired is

$350,000.00 though Corporation A gave $525,000.00 for these assets.
This difference of $175,000.00 has commonly been referred to as
"goodwill."

The traditional practice has been to show this entire

balance as goodt-Jill in a manner similar to the balance sheet illus
trated on page twenty-seven.

Finney and Miller confirm that the

method illustrated has been accepted in the past.
11 f"Or years it vras t,1e almost universal practice, generally
recognized as acceptable, to show such an excess in the con
solidated balance sheet as goodwill."1

Other than the treatment of f,OOdwill, more appropriately
1 Finney, H. A. and Miller, Herbert E. Princioles of Accounting Advanced. Englewood Cliffs: Prentice-�all, Inc., 1961, p. 359.
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CO�PORATION A
BAIANCE SHEET
January 1, 19xl
ASSETS

CU:tR.ENT ASSETS

Cash
Accounts \Receivable
Inventory'
Other Current Assets
Total Current Assets

$

n,000.00

186,000.00
345,000.00
124,000.00

$

727,000.00

FIXED ASSETS
Land
Buildinrs - Net of Depreciation
Equipment - Net of Depreciation
Total Fixed Assets

$

44,000.00
1,227,000.00
1,561,000.00

$2,832,000.00

OTI-IER ASSETS
C-oodwill - Excess of Cost over BooJ: Value of
Purchased Corporation at Acquisition Date
TOTAL ASSETS

LIABILITIES AND STOCfJ-lOLDE.11' S EQUITY

$ 175,000.00
$3,734,000.00

CIDRENI' LIABILITIES

...
Accounts Payable
Notes Payable
Federal Ta,�es Payable
Other Current Liabilities
Total Current Liabilities
V

199,600.00
40,000.00
27,300.00
22,000.00

288,900.00

LONG T.E?Jv1 LIABILITIES
Fir-st Refunding .Mortgage Bonds-4% 575,000.00
250,000.00
Debenture Bonds - 4}%
230,000.00
Note Payable-First Fidelity Bank
Total Long Term Liabilities
TOTAL LIABILITIES

$1,055,000.00
$1,343,900.00

STOCK!'IOLDER 'S EOUITY

Cor.u::on Stock - authorized 200,000 shares
issued and outstandin:=: 115�000 shares
$1,150,000.00
of $10.00 par value
865,100.00
Retained Earnings
375,000.00
Paid In Surplus - Co'1JI1lon Stock
Total Stockholder's Equity
TOTAL LIABILITIES AND STOCKHOLDER'S EQUITY

$2,390,100.00
$3,734,000.00
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termed, on page ti1enty-seven, as "excess of cost over book value
at acquisition date," the procedures outlined in this example, and
ttie results of the combination as shown on page twenty-seven, are
in accordance with renerally accepted accounting principles and
practices.
'lhe fact that the propriety of recognizing goodwill, or excess

of cost over book
value at acquisition date, has been challenged is
\
evidenced by a 1950 opinion of the American Institute of Certified
Public Accountants.

Though not specifically speaking of the problem

of io:oodwill when created in a business combination but rather of the
problem as it is concerned with accounting for parent and subsidiary
relationships Accountinp.: Research Bulletin No. 51 states:
"Where the cost to the parent of the investment in a pur
chased subsidiary exceeds the parent's equity in the subsidi
ary's net assets at the date of acquisition , as shown by the
books of the subsidiary, the excess should be dealt with in the
consolidated balance sheet according to its nature. In deter
mining the difference, ?rovision should be made for specific
costs or losses w,ich are expected to be incurred in the in
tegration of the operations of the subsidiary with those of
the parent, or otherwise as a result of the acquisition, if the
amount thereof can be reasonably determined. To the extent
that the difference is considered to be attributable to tan
gible assets and specific intangible assets, such as patents,
it should be allocated to them. Any difference which cannot
be so applied should be shown among the assets in the con
solidated balance sheet under one or more appropriately des
criptive captions. i'lhen the difference is allocated to de
preciable or amortizable assets, depreciation and amortization
policies should be such as to absorb the excess over the re
maining life of related assets."1
To create an example which conforms to this opinion it is assumed
that by analyzinr; the balance sheet of Corporation B it was found that
1 Accounting Research and Terminology Bulletins. New York: The
American Institute of Certified Public Accountants, 1961, p. 24.
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because of excessive depreciation allowances the Buildings account
was understated by $150, 000.0Q. Similarly it is assumed that the
equipment account therefore had been understated by $25,000.00.
The entry to record the combination is now changed so that it appears
as follows:
Cash
$ 22,000.00
Accounts Receivable
39,000.00
Inventory
106,000.00
Other Current Assets
52,600.00
Land
14,000.00
Buildin[!s
347,000.00
Equipment
261,000.00
Accounts Payable
Other Current Liabilities
Notes Payable
Common S tocl�
Paid In Sur11lus

$ 64,600.00
22,000.00
230,000.00

1so,ooo.oo
375,000.00

The results of this same business combination, as illustrated
on pap-e thirty, do not show any goodwill or excess of cost over
book value• at acquisition date.

The possible effects of allocating

this excess of cost over book value to tan�ible and intangible asset
accounts other than goodwill should be readily apparent if the assets
can either be depreciated or amortized faster than would be justified
if th� entire amount Here treated as goodwill.

That intangibles may

be amortized by periodic charges against income is seemingly clear.
Accounting Research Bulletin Ho. 43 makes this apparent if the in
tangibles are:
"Those havin[; a tenn of existence limited by lav,, regu
lation, or agreenent, or by their nature (such as patents,
copyrights, leases, licenses, franchises) for a fixed term,
and goodwill as to which there is evidence of limited dura
tion. "1
For these types of intangibles the Dulle tin states:
1 Ibid.

p. 37.
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CORPOMTION A
BAIAi\fCE SHEET
January 1, 19xl
ASSETS
CURRENI' ASSETS
Cash
Accounts Receivable
Inventory
Other Current Assets
Total Current Assets

$

12.000.00
186,000.00
345,000.00
124,000.00

$

727,000.00

F L'{E.D ASSETS

Land
44,000.00
:.;
Buildin�s - Net of Depreciation 1,377,000.00
Equipment - Net of Depreciatio n 1,586,000.00
Total Fixed nssets

!;;3,007,000.00
$3,734,000.00

TOTAL ASS.ETS
LIABILITI.cS AND STOCKHOLDER'S EQUITY
Ct.nRENI' LIABILITIES
Accounts Payable
$
Notes Payable
Federal Taxes Payable
Other Current Liabilities
Total Current Liabilities

199,600.00
40,000.00
27,300.00
22,000.00

$

288,900.00

LONG TERM LIABILITIES
First Refunding r,ortrage Bonds-4% 575,000.00
250,000.00
Debenture Bonds - 4½%
Notes Payable - First Fidelity Bank230,000.00
Total Long Term Liabilities
TOTAL LIABILITIES

$1,055,000.00
$1,343,900.00

STOCK.HOLDER'S EQUITY
Common Stock - authorized 200,000 shares
issued and outstanding 115,000 shares
of $10.00 par value
$1,150,000.00
Retained Earnings
865,100.00
375,000.00
Paid In Surplus - Cornman Stock
Total Stockholder's Equity
TOTAL LIABILITIES Ai'\/D STOCKHOLDER'S EQUITY

$2,390,100.00
$3,734,000.00
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"Its cost should be ar1ortized by systematic char�es in
the income statement over the estimated remaining period of
usefuln ess. 111
It should be noted that the goodwill was spread to depreciable
assets in this exru:1ple though any asset might be worthy of absorb
ing the excess of cost over book value at acquisition elate.

It

must also be clear that the reevaluation of assets to reflect the

.

recognized roodwill is in no way the same as reevaluating the assets
of an acquired corporation because of discrepancies in recorded
values of the assets.

As \·Jas stated above, it js improper to carry

forward an asset \•ihich is not valued in accordance with generally
accepted accounting principles.

However, \,r''en the excess of cost

over book value was paict because the assets (though stated in ac
cordanc e with accepted accountin½ principles) do not reflect their
true earning capacity, t:,e accountant must ascertain \·Jhich assets
c::enerate the excessive earnings and restate the value of these
assets accordingly.

111is is quite different from restating an

asset \·Jhich has been incorrectly recorded.

H.n evaluation of ;:;ood

Hill treat;1ents and the acceptability of restating asset values to
reflect earning capacity is reser-ved for Ch.::.pter VI of this study.
Problems similar to those discussed in the preceding example
are presented to the accountant when the cost of acquiring a business
entity is less than the book value of the business.

fhe traditional

treatment for tr.is type of purchase is discussed by finney and Miller
and is stated below:
1

Ibid.

p. 38.
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"If f,Oodwill appeared in the balai,ce sheet of the subsidiary,
whose stock was acquired at less than bo.ok value, the excess of
book value over cost was ap plied as a reduction or elimination
of the r;oodwill of the subsidiary.
If no goodwill appeared in the balance sheet of this sub
sidiary, or if there ,·.'as a c;oodwill account but it Has insuffi
cient to absorb the excess of book value over cost, a deduction
could be made from any c:ooch·Jill appearing elsewhere in the \,;ork
inr, papers: That is, from good\·1ill in the balance sheet of the
parent conwany or any other subsidiary, or so-called goodwill
represented by the excess of cost over book value of invest
ments in other subsidiaries.
If the excess of book value over cost could not be absorbed
ap.:ainst goodHill elements, the unabsorbed portion was shown in
the consolidated balance sheet as Surplus fror.1 Consolidation. 111
Utilizinr, the same two corporatiors as in the previous situations
it is assumed that Corporation A again acquires Corporation B for 7,000
shares of co!lli.11on stock with the market value per share of stock remain
in·g the same, at $35. 00 per share.

':!.'he

cor:1bination is recorded on the

books of Corporation A by the followin� journal entry providing the
traditional method for recorcling this type of coi;1bination is utilized.
$ 22,ooc.oo
Cash
30, ooo. 00
Accounts !1.eceivable
106,000. OC·
Inventory
52,600.00
Other Current Assets
lt!· ,000.00
Land
197,000.00
Buildin:s
236,000.00
Equipment
Accounts Payable
Other Current Liabilities
Notes Payable
Common Stock
Paid In Surplus

$ 64,600.00
22,000.00
230,000.00
70,000.00
280,000.00

The creation of $280,000oOO in surplus is tre result of acquir
ing $350,000.00 \·1orth of assets for $245,000.00 giving a resultant cred
it to surplus in the amount of $105,000.00.

A�,plying the new basis

1 Finney, H. A. ancl Miller, Herbert E. Principles of Accounting Advanced. Englewood Cliffs: Prentice-Hall, Inc., 1961, PP• 363 366.
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for t1e acquired assets, that of $245,000.00, to the book value of
the consideration given, $70,000.00, results in an additional credit
to surplus in the amount of !;>175,000.00.
thus becomes :.,280,000.00.

The total credit to surplus

Usinr'. this method the results of this com-

bination are shown on tJ-1e following page.
The above method of recording ti,is combination is no longer acceptable for much the same reasons as it is unacceptable for goodwill
to be shO\·m, if the cause of the goodwill can be allocated to various
assets.
present.

In this situation, h0\1Jever, just th e reverse of goodwill is
Accounting Research Bulletin i·�o. 51 states:

"\'lhere the cost to t>c parent is less than its equity in
the net assets of the purchased subsidiary, as shovm by the books
of the subsidiary at the (, n.te of acquisition, the amount at which
such net assets are carried in tl1c consolidated statements should
not exceed the parent's cost. .-'·-ccordin:7ly, to the extent that
the difference, is considered to be attributable to specific
assets, it should be allocated to i:J-:er:i, witll corresponding ad
justments of tbe depreciation or a.-:i.ortization. In unusual cir
cur.1stances there nay be a rcmaininf" difference wl1ich it \·,ould be
acceptable to sho\'J in a credit account, i-inich ordinarily would be
tal:en into income in future periods on a reasonable and system
. to
atic basis. A procedure sometimes followed in the past was
credit capital surplus Hith the amount of the excess; such a
procedure is not now considered acceptable. "1
AGain asstnning, as in ti1e previous example, that the difference
between cost and book value is due to a reevaluation of the building
and equipment values the business combination may be recorded by the
following journal entry if the buildings are assumed to be overvalued
by $70,000.00 anC: the equipment account overvalued in the amount of
$35,000.00.
1 Accountinf:'. Research and Terminology Bulletins. Ne\'1 York: The
American Institute of Certified Public Accountants, 1961, pp. 43 44.

34

CORPORATION A
BALANCE SHEJJI'
January 1, 19xl
ASSETS
CURREN!' ASSETS

Cash
Accounts Receivable
Inventory
Other Current Assets
Total Current Assets

$

72,000.00
186,000.00
345,000.00
124,000.00

$

727,000.00

FIXED ASSETS
Land
Buildings� Net of Depreciation
Equipment� Net of Depreciation
Total Fixed Assets
TOTAL ASSETS

$

44,000.00
1,227,000.00
1,561,000.00

LIABILITIES AND STOCYJ-IOLDE."R. 'S EQUITY

$2,832,000.00
$3,559,000.00

CU'.'l.RENT LIABILITIES
Accounts Payable
$
Notes Payable
Federal Taxes Payable
Other Current Liabilities
Total Current Liabilities

199,600,00
40,000.00
27,300.00
22,000.00

$

288,900.00

I.ONG T.E..,-lM LIABILITIES

First Refunding Mortgage Bonds-4%$ 575,000.00
Debenture Bonds - 4½%
250,000.00
Note Payable - First Fidelity Ba_n_k_2_3_0�1�o_o_o_._o_o
$1,055,000.00
Total Long Term Liabilities

TOTAL LIABILITIES

$1,343,900.00

STOCKHOLDER'S EQUITY

Colill11on Stock - authorized 200,000 shares issued
and outstanding 107,000 shares of $10.00 par
$1,010,000.00
value
865,100.CO
Retained Earnings
280,000.00
Paid In Surplus
Total Stockholder's Equity

TOTAL LIABILITIES AND STOCKHOLDER'S EQUITY

$2,215,100.00
$3,559,000.00
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C ORPORATION A
BALAN::E SHEET
December 31, 19xl
ASSETS

CURRE!'IT ASSETS

Cash
Accounts Receivable
Inventory
Other Current Assets
Total Current Assets

$

72,000.00
186,000.00
345,000.00
124,000.00

$ 727,000.00

FIXED AS SETS
$
44,000.00
Land
1,157,000.00
Buildings - Net of Depreciation
1,526,000.00
Equipment - Net of Depreciation
Total Fixed Assets
TOTAL ASSETS

$2,727,000.00
$3,454,000.00

LIABIUTIES AND STOCKHOLDER'S EQUITY
CURRENT LIABILITIF.S
Accounts.Payable
$ 199,600.00
40,000.00
1-btes Payable
27,300.00
Federal Taxes Payable
22,000.00
Other Current Liabilities
Total Current Liabilities

$

First Refunding Mortgage Bonds-4%$ 575,000.00
Debenture Bonds - 4½%
250,000.00
Note Payable - First Fidelity Ba_ru_�_2_ 3_0�•�0_00_ ._ _0_0
Total Long Term Liabilities
TOTAL LIABILITIES

$1,oss,000.00
$1,343,900.00

Comm.on Stock - authorized 200,000 shares
issued and outstanding 107,000 shares
of $10.00 par value
$1,070,000.00
865,100.00
Retained Earnings
175,000.00
Paid In Surplus - Common Stock
Total Stockholder's Equity
TOTAL LIA BILITIES AND STOCKHOLDER'S EQUITY

$2,110.100.00
$3,454,000.00

LONG TffiM LIABILITIES

288,900.00

STOCKHOLDER'S EQUITY
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Cash
$ 22,000.00
39,000.00
Accounts Receivable
106,000.00
Inventory
Other Current Assets
52,600.00
14,000.00
Land
Buildings
127,000.00
Equipment
201,000.00
Accounts Payable
Other Current Liabilities
Notes Payable
Common Stock
Paid In Surplus

64,600.00
22,000.00
230,000.00
10,000.00
175,000.00

$

n1e result of this journal entry, as shQwn on page thirty-five,
is somewhat different than when the combination is treated in the
traditional manner as shown on page thirty-fou(:

Surplus is still

created in the amount of $175,000.00 because the assets received
were valued at $245,000.00 but the book value of the stock, given
to acquire the assets, .is only $70,000.00.

This second method at

tempts to equate the asset values with expected earning capacity
as does the method shown in the second situation where goodwill is
allocated to various assets.
The three situations presented in this chapter, all of which
represent a type of purchase, are some\,;hat different in their re
sults and quite different in the relative difficulty they present to
the accountant.

In the first example, when the cost basis of the

assets equals the book value of the'- assets acquired, few problems are
presented to the recording accountant.

The combination is complicated,

however, if the value of the consideration given either exceeds or is
less than the book value of the assets as shown on the acquired cor
poration's records.

In either of these situations one must attempt.

to determine to what the cause of the price variation from book value
might be attributed, ·whether it be more or less than book value.
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The detennination of why the variation exists may result in only a
correction of the recorded asset values so that the value will be
stated in accordance with ·generally accepted accounting principles.
A more complicated problem exists, however, if the -assets are prop
erly recorded and hence the accountant must then determine why book
value \·1as not paid for the assets.

If possible it is desirable that

the assets which are believed to have caused the cost variation be
adjusted to reflect their values in tenns of the total purchase
price to the acquiring corporation.
In the three examples illustrated, paid in surplus results be
bause of the fact that the value of the assets acquired exceeds the
par value of the stock issued.

This would not necessarily have to

be the case, but in practice this would usually be true.

The two

reasons for the prevalence of this treatment are described by
Professors Finney and Miller.

These authors state that stock is

rarely issued for less than its par value because:
"(l) In many states it is illegal to do so.
(2) In states \•1here it is legal, the original holders of
stock issued at a discount generally face a contingent liability;
should the corporation become insolvent, they may be held per
sonally liable to tbe corporations' creditors for amounts equal
to such deficiency. As a general rule, the contingent liability
does not pass to a subsequent holcer unless he had notice of the
discount or should have known about it."l
Since the shareholders of the acquired corporation are tendered
an offer of stock of the acquirer, it would appear that they would
not accept an issuance of stock at less than its par value.

For the

1 Finney, l-1. A. and Miller, Herbert E. Principles of Accounting Intermediate. Englewood Cliffs: Prentice-Hall, Inc., 1962, pp. 106 107.
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accountant the common solution to the problem of having market values
below par value is simply to adjust the par value of the stock rather
than have a combination not be completed.
Combinations treated as purchases can, of course, be much more
complicated than the examples shown in this chapter.

However, the

accepted practice of recording combinations as purchases are accu
rately illustrated by these examples and any unnecessary complications
have been purposely omitted.

The somewhat less complicated method of

recordinc a business combination as a pooling of interests is dis
cussed in the follo,tlng chapter.

-CI·IAPTE.� IV

ACCOUNrING FOR BUSINESS COMBINATIONS:
POOLING OF INI'ERFSTS
When a business combination is judged to be a pooling of inter
ests the major problems of recording a combination as a purchase are
not present.

There is no problem of proper asset evaluation as bal

ances of constituent companies are, in nost instances, simply com
bined to form the surviving entity.

To consolidate asset balances is

in compliance with Accountinr: Research Bulletin No. 48 as shown below:
"h1hen a conbinat ion is deern.ed to be a pooling of interests,
a ne\•1 basis of accountability does not arise. The carrying
amounts of the assets of the constituent corporations, if stated
in conformity h'itll generally accepted accounting- principles and
appropriately adjusted t1hen deemed necessary to place them on a
uniform accounting basis, should be carried forward; and the
combined earned surpluses and deficits, if any, of the constituent
corporations should be carried fon1ard, except to the extent other
wise required by law o.:- appropriate corporate action. Adjust
ments of assets or of surplus uhich uoulc.: be in confon-:iity with
p.enerally accepted accounting principles in the absence of a
combination are ordinarily equally appropriate if effected in
connection ,·Jith a poolinr; of interests; however, the pooling
of-interests concept implies a combining of surpluses and deficits
of the constituent corporations, and it would be inap�ropriate
and misleading in connection with a pooling of interests to el
iminate the deficit of one constituent against its capital sur
plus and to carry forward the earned surplus of another consti
tuent."!
Clearly there would be no justification for carrying forward an
asset balance from a constituent corporation when the asset was not
recorded in conformity with "generally accepted accounting principles."
1 Accountinr, Ilesearch and Terminolo1;y Bulletins. New York: The
American Institute of Certified Public Accountants, 1961, p. 24.
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CORPORATION A

BALAl\'CE SHEET
December 31, 19xx
ASSETS
ClI'.UtENT ASSETS

Cash
Accounts Receivable
Inventory
Total Current Assets

$

25,000.00
60,000.00
90,000.00

$

175,000.00

$

117,000.00

$

292,000.00

$

83,000.00

$

50,000.00

$

133,000.00

$

159,000.00

$

292,000.00

FIXED ASSETS

$
10,000.00
Land
40,000.00
Buildings - Net of Depreciation
_ o_ o_
Equipment - Net of Depreciation ___6_7___,-o_o_o.
Total Fixed Assets
TOTAL ASSETS
LIABILITI.ES AND STOCKHOLDE� 'S EQUITY
CURRE�� LIABILITIES

Accounts Payable
Notes Payable
Accrued Expenses
Total Current Liabilities

$,

22;soo.oo

50,000.00

10,soo.oo

LO't& TERM LIABILITIES

Notes Payable
TOTAL LIABILITIES
STOCilliOLDER'S EQUITY

Common Stock - authorized and issued 1000
shares of $130.00 par value
$ 100,000.00
25,000.00
Paid In Surplus
34 7 000.00
Reta ined Earnings
Total Stockholder's Equity
TOTAL LIABILITIES AND STOCKHOLDER'S EQUITY
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COR.PO!lATION B
BALANCE SHEET

December 31, 19xx
ASSETS

Cill.'ll.ENr ASSETS
Cash
Accounts Receivable
Inventory
Total Current Assets

$

19,000.C0
46,500.00
71,500.00

$

137,000.00

$

136,000.00

$

273,000.00

$

47,100.00

$

76,000.00

$

123,100.00

$

149,900.00

$

273,000.00

FIXFD AS SETS

Land
9,000.00
$
B uildings - Net of Depreciation
51,000.00
Equipment - Net of Depreciation ___7_6-r�o_o_ o_._o_o
Total Fixed Assets
TOTAL ASSETS
LIABILITIES AND STOCKHOLDER'S EQUITY
CURREN!' LIABILITIES

Accounts Payable
$
Equipment Mortgages
Accrual Expenses
Total Current Liabilities

32,000.00
4,100.00
11,000.00

LOI\13 TERM LIABILITIES

Notes Payable
TOTAL LIABIUTIES
STOCK.EOLDER' S EQUITY

Common Stock - authorized and issued 1000
shares of $100.00 par value
$ 100,000.00
Retained Earnin�s
49,900.00
Total Stockholder's Equity
TOTAL LIABIUTIES AND STOCKHOLDER'S EQUITY
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\·vnen assets are deemed to be recorded properly the pooling of inter
ests concept of recording the combination requires that the values
be carri ed forward as a new basis of accountability does not arise.
The most striking difference between a purchase and a pooling
of i nterests is not concerned w:i. th asset evaluation, however, but
is in the treatment that is given to the retained earnings and sur
plus accounts of the constituent companies.

Though retained ear

nings balances of the companies may be combined it should be noted
that a deficit in a retained earnings account of a company may not
be applied against a surplus account.

This is in compliance w:i. th

an opinion of the Institute in 1934 \•ll1en they stated:
"Capital surplus, bo\,1ever c,:eated, should not be used to
relieve the in come account of the current or future years of
charges vlt1ich would otherwise fall to be made there against. 11 1
i'lhen recording a business combi nation as a pooling of interests
there .is clearly no problem if the stated capital of the surviving
corporation equals the sum of the stated capitals of the constituent
corporations.

If one combines the two corporations whose balance

sheets are shown on pages forty and forty-one no problem arises if
the surviving corporation has a stated capital of $200,000.00.

It

is assumed that Corporation A and Corporation B are combined with the
method to be used the pooling of interests concept.

The combination

is accomplished by issuing two thousan.d shares of stock in· the sur
viving corporation \•Jhich is named Corporation C.
the stock is $100.00 per share.
the combination:
1

Ibid •. p. 45.

The par value of

The followin g journal entry records.·
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Corporation A C ommon Stock $100,000.00
Corporation B Cor.imon Stock $100,000.00
Corporation C Common Stock

$200,000.00

The result of this business combination is shown on page forty
four in conformity with the pooling of interests concept.

The assets

of the two corporations are assumed to be recorded in conformity with
generally accepted accounting principles, as are the liabilities, so
these balances are cowbined on the balance sheet of Corporation C.
The common stock of both combining corporations is replaced by the
common stock of Corporation C which is shown at par value in accord
ance with the accepted practice.

TI1e retained earnings of the two

companies are combined and the capital surplus of Corporation A has
been retained by Corporation C.

There is no problem of asset valu

ation and the business combination is consur.unated by a single journal
entry.
The combination of Corporation A and Corporation B \\TOUld not
be as simple if the stated capital of Corporation C was not iden
tical to the sum of the capital of the constituent corporations.
Using the same two corporations as in the previous example the com
bination is some\·1hat different if the par value of the surviving
corporation's stock is chanGed.

It is assumed that t�e combination

is to be treated as a poolin/ of interests with two thousand shares
of par value $115.00 common stock given to the fonner shareholders
of Corporation A and Corporation B.

Under these circumstances the

combination may be recorded by the following entry:
Paid In Surplus - Corporation A
Corporation A Common Stock
Corporation B Common Stock
Retained Earnings
Common Stock - Corporation C

$25,000.00
100,000.00
100,000.00
s,000.00

$230,000.00
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CORPORATION C

BALANCE SHEET
January 1, 19xl
ASSETS
CURRENT ASSETS

Cash
A ccounts Receivable
Inventory
Total Current Assets

$

44,000.00
106,500.00
161,500.00

$ 312,000.00

FIXED ASSETS
$
19,000.00
Land
Buildin;;s - Net o f Depreciation
91,000.00
Equipment - Net of Depreciation __1_ 4_ 3�7_o_ o_o_._o_o
Total Fixed Assets
TOTAL ASSETS

$

253,000.00

$

565,000.00

$

130,100.00

LIABILITIES AND STOCIG-IOLD3..:'.l.' S EQUITY
CIB.RENr LIABILITIES

Accounts Payable
$
Notes Payable
Equipment :t-.,ortgages
Accrued Expenses
Total Current Liabilities

54,500.00
so,000.00
4,100.00
21,500.00

LONG TERM LIABILITIES

$ 126,000.00

Notes Payable

$

TOTAL LIABILITIES

256,100.00

STOCY.HOLDTIR 'S EQUITY
Common Stoel� - authorized and issued 2000
shares of $100.00 par value
$ 200,000.00
25,000.00
Paid In Surplus
83,900.00
Retained Earnings
Total Stockholder's Equity
TOTAL LIABIUTIES AND STOCKHOLD.Eit 'S EQUITY

$ 308,900.00
$

565,000.00
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In this instance the stated capital of Corporation C is more
than the total of the two combininc; units.

The excess is first

applied aeajnst capital surplus and then retained earnings (earned
surplus) as is dictated by the American Institute of Certified Public
Accountants.
"If a sin�le corporation survives in a pooling of interests,
the stated capital of such corporation may be either more or less
than the total of the stated capitals of the constituent corpor
ations. In the fonner event, the excess may be deducted first
from the total of any contributed capital (earned surplus), and
next from the total of any earned surplus •••• 11 1
Other than the adjustments to the stockholder's equity section
of the balance sheet, the results of t1:is business combination are
identical with the former example.

The effect of the pooling being

accomplished when the stated ca.pital exceeds the cor.1bined constituent
corporation's common stock accounts is to eliminate the surplus account and to capitalize !�5,000.00 of retained earnings.

There is

no material change, ho\':ever, from the forner combination. '1':iis is

..

shown by comparing the balance sheet shmm on nar'e forty-foL,r ,-,ith
the balance sheet of the forner example as sho,-m on pa".·e forty-six.
If the stated value of tte survivinG corporation is less than
the combined stated capital of the constituents then a different problem than in the previous example is created.

To illustrate this third

type of situation it is assumed that the same identical corabination
as has been used in the previ ous example is accomplished by issuing
two thousa.-id shares of par value $90.00 common stock of Corporation
1

Ibid.

p. 26.
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CORPORATION C
BALANCE SII.EET
January 1, 19xl

1,

ASSETS

CURRE!\T ASSETS
Cash
Accounts Receivable
Inventory
Total Current Assets

$

44,000.00
106,500.00
161,500.00

$

312,000.00

$

253,000.00

$

565,000.00

$

130,100.00

FIXED ASSETS
Land
$ 19,000.00
Buildings - Net of Depreciation
91,000.00
Equipment - Net of Depreciation __1_4_3�,�o_ o_o_._o o_
Total Fixed Assets
TOTAL ASSETS
LIABILITIES AND STOCKIIOLDER 'S

EQUITY

CUR.RENT LIABILITIES
Accounts Payable
$
Notes Payable
Equipment Mortgages
Accrued Expenses
Total Current Liabilities

54,500.00
50,000.00
4,100.00
21,500.00

LONG TERM LIABILITIES
Notes Payable

$ 126,000.00
$

256,100.00

Corrnnon Stock - authorized and issued 2000
shares of $115.00 par value
$ 230,000.00
Retained Earnings
78,900.00
Total Stockholder's Equity

$

308,900.00

TOTAL LIABILITIES AND STOCKHOLDER'S EQUITY

$

565,000.00

TOTAL LIABILITIES

STOCKHOLDER'S EQUITY
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C to tlle shareholders of Corporations A and B.

The journal entry

to record this is as follows:
Common Stock Corporation A
$100,000.00
100,000.00
Common Stock Corporation B
Co!1'I11on Stock Corporation C
Paid In Surplus

$180,000.00
20,000.00

The results of this combination are just the opposite of the
second illustration.

In this case, rather than capitalize earnings

and eliminate the surplus account capital surplus is created in an
a:nount equal to the difference bet\·reen the stated value of Cor
poration C cor.mon stock and the sum of the coITu:-1on stock accounts of
Corporations A and B.

To record this combination in order that the

resultinG balance sheet \·Jill be as sho.'11'1 on page forty-eight is in
accordance with recommended practices.
"1fuen the stated capital of the surviving corporation is
less than the combined stated capitals of the constituent cor
porations, the difference should appear on the balance sheet
0£ the surviving corporation as other contributed capital
(capital surplus), •••• " 1
The differences in the three illustrated poolinGS of interests
should be apparent.

The differences, ho,·1ever, arc relatively un

inportant except from the standpoint of funds available for divi
dends.

In many states there are restrictions on the payr1ent of

dividends in excess of retained earnings balances and, indeed, the
propriety of such an action may be questioned.

Earninp:s per share,

return on net worth, and boo le value per share are not affected in
these three sit uations, however, as is the case when one nay choose
between a purchase and a pooling of interests.
1

Ibid.
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CORPORATION C
BAIANCE SHEET
January 1, 19xl
ASSETS
CURRENT AS SETS
Cash
Accounts Receivable
Inventory
Total Current Assets

$

44,000.00
106,500.00
161,500.00

$

312,000.00

$

253,000.00

$

565,000.00

<;

130,100.00

$

126,000.00

$

256,100.00

Cor.irnon Stock - authorized and issued 2000
$ 180,000.00
shares of $90.00 par value
45,000.00
Paid In Surplus
83,900.00
Retained Earnings
Total Stockholder's Equity

$

3087 900.00

TOTAL LI.l\BILITIF.S AND STOCKHOLDER.'S EQUITY

$

565,000.00

FIXED ASSETS
Land
$
19,000.00
Buildings - Net of Depreciation
91,000.00
143,000.00
Equipment - Net of Depreciation -------Total Fixed Assets
TOTAL ASSETS
LIABILITIES AND STOCKEOLDE� 'S EQUITY
CURREi'-1'1' LIABILITIES
Account s Payable
$
Notes Payable
.Equipment Mortgages
Accrued Tocpenses
Total Current Liabilities

54,500.00
50,000.00
4,100.00
21,500.GO

LON:; TE.TU.i LIABILITI:SS
Notes Payable
TOTAL LIABILITIES
STOCIQIOI.l)ffi' S EQUITY
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The three cor.ibinations presented in thi.s chapter were assumed
to be completed on December 31, or the end of the operating years
of the constituent companies.

If this is not the case, or if the

companies in question are operating with different year ends, a

..

reporting problem arises.

Clearly, the results of operations must

be shO\m so that the informed reader may recoi::nize what the effect
of the pooling of interests has been on the surviving corporation.
Accounting Research Bulletin No. 48 states this clearly:
"�\7hen

a combination is considered to be a pooling of in
tei:-ests, statements of opei:-ations issued by the continuing
business for the period in w:iich ti1e cor.1bination occurs should
ordinarily include tl!e co:�bined results of operations of t1:e
constituent interests for the part oi the period precedinr the
date on which the conbination should be furnished separately
or in appropriate r-roups. Results o:.::- operations of the several
constituents during pe riods prior to that in Nhich the co:wbin
ation was effected, \·1hen presented for comparative purposes,
may be stated on a combined basis, or shown separately where,
under the c ircumstanc es of the case, that presentation is
more useful and in formative. Disclosure that a busine ss con
bination has b2en, or in the case of a pr oposed combination
,vill be, treated as a pooling of interests should be made and
any combined statements clearly descr ibed as such."1
The relative simplicity of the pooling of interests concept of
recording a business combination should be noted by the three ex
amples presented herein.

The presence of the payment of a small

ar:!ount of cash, or the issuance of debt, should not be taken as an
indication that the combination is in fact not a pooling of interests.
As was stated in Chapter II of this study the issuance of debt, or
the payment of cash, to satisfy the interests of minority stock
holders of the constituent corporations should not be a factor in.
· 1

Ibid.
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denying the use of the pooling of interests concept.

The recording

of the cor.1bination is not, however, greatly complicated by the use
of a debt instrument or the payment of cash.

The simplicity of the

pooling of interests concept rests on the fact that there is no
asset reevaluation and, hence, possible recognition of good will.
The propriety o f not reappraising asset values will be dis
cussed in Chapter VI of this thesis as will the theoretical jus
tification of the entire pooling of interests concept.

The next

chapter illustrates that even though there are no adequate criteria
i·1hereby the acccuntant can choose beti�een these ver y different
methods of recordini a business combination, there ar e many pronounced
effects of merely choosing which of the two methods seems to be most
beneficial.

CIL'\PT£� V
Trill POSSII3LE EFFECTS 01� CHCOSH;G
BET\"JEEN ALT.ERNATIV.E ACCOUNTING PROCEDURES
FOR R.ECO'."!.DING BUSINESS COMBINATIONS
• A HYPOTHETICAL MODEL
In this chapter, which is divided into three parts, the effects
of choosing either a purchase or a pooling of interests as the ap
propriate method of recording a business combination \-Jill be il
lustrated.

Tl:e effect s include material changes in

(1) earnings,

and earninrs p2r share of stock, (2) potential market values of
securities, (3) financial strcnsth as indicated by financial struc
ture, and (4) cost of capital.

Use of selected financial ratios

will be nu.-.de to illustrate changes in financial structure.

To por

t ray these possible effects a 1::odel is const ructed in which
Corporation A and Corporation D, the balance sheets for which are
shm-m on pages fifty-three and fifty-four, are combined by both
the purc hase and the poolinr, of interests method.

Pertinent finan

cial data for the t\-JO fi□s arc shm,m on page fifty-five.
The combination of these -�\vo coroorations is accol'lplished i n
ac cordance with generall y accepted accounting principles as have
been discussed in the two precedinf; chapters of tllis study.

In

utilizin:c both the purchase and poolin.; of interest concepts of
recording this combination it is assuncd that asset values, a s
stated by the constituent corporations, are valued in a manner
which is in accordance with accepted accounting p ractices.
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T"ne

5-2
model is divided into two parts to show the combination ,·1hen (1),
the consideration riven exceeds the value o f Corporation I3's re
corded asset values and (2), the consideration given is less than
the value of Corporation B' s asset values.

Though Corporation I3

is absorbed by Corporation A in these combination situations the
poolinr; of interests concept is still utilized, which is in accord
ance ,,;ith current practices, if not in accordance with theoretical
principles.

It is assumed that one ,•;ould find that in many in

stances a similar combination mi:-ht be recorded as a pooling of
As ,,,as shm-m in Chapter II this assumption seems

interests.
justifiable.

In this analysis the conbination is assumed to be accomplished
in a manner similar to those illustrated in the prev ious chapters.
The combination is consmnr:1atec: by the issuance of stock and other facts pertinent to the corbination are such that either the
purchase or the pooling of interests treat:.,ent might be chosen
to record the transaction.

furthermor2, though the effects illus

trated by this m odel show to wl1at e)>."tent the choice of accounting
nethods may influence financio.l statenents, the results should not
necessarily be taken as representative of a typical business com
bination.

In many situations the differences which result from

recording -:he combination by one method rather than another are
substantially less than thos e shown
• in tt.is c,napter.

The model

does reveal, however, the possible effects of not having ade
quate criteria whereby accountants can apply consistently either
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CORPO!lATI ON A
BALANCE SHEET
December 31, 19xx
ASSETS

CUR'.lENl' ASSETS

Cash
Accounts Receivable
Inventory
Other Current Assets
Total Current Assets

$

57,000.00
370,000.00
275,000.00
60,000.00

$

762,000.00

FIXED ASSETS
Land

Buildines
Equipment
Total Fixed Assets

$

113,000.00
818,000.00
927,000.00

TOTAL ASSETS

$1,858,000.00
$2,620,000.00

LIABILITIES AND STOCK!!OLD.ER 'S EQUITY
CU:t:"tENT LIABILITIES
Accounts Payable
�
Notes Payable
Accrued :fu..-penses
Total Current Liabilities

325,000.00
75,000.00
45,000.00

$

445,000.00

$

900,000.00

LONG TERM LIABILITIES
Notes Payable
$
Debenture Bonds - 5%
Total Long Term Liabilities

300,000.00
600,000.00

TOTAL LIABILITIES

$1,345,000.00

STCCKI-IOLDE� 'S EQUITY
Co;;nnon Stock - authorized 60,000 sha:;:-es
issued and outstanding 40,000 shares
$ 400,000.00
of $10.00 par value
Retained Earnings
875,000.00
Total Stocld1older's Equity
TOTAL LIABILITIES AND STOCKIIOLDE!t 'S .EQUITY

$1,275,000.00
$2,620,000.00
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CORPORATION B
BAIANCE SHEET
December 31, 19xx
ASSETS
CUTI.RENT ASSETS
Cash
Accounts Receivable
Inventory
Other Current Assets
Total Current Assets

$

1s,ooo.oo
60,000.00
80,000.00
20,000.00

$

175,000.00

$

650,000.00

$

825,000.00

$

ss,000.00

$

350,000.00

$

435,000.00

$

390,000.00

$

825,000.00

FIXED ASSETS
$ 125,000.00
Land
Buildings - Net of Depreciation
200,000.00
Equipment - Net of Depreciation __3_2_5_,_o_ oo_ ._ _o_o
Total Fixed Assets
TOTAL

ASSETS

LIABILITIES AND

STOCK!-:OLDE:?.. 'S

EQUITY

Ctn�..ENf LIABILITIES
Accounts Payable
$
Accrued Expenses
Total Current Liabilities

so,000.00
35,000.00

LON} TE!'J,1 LIABI LITI .ES

Notes Payable
TOTAL LIABILITIES
STOCK1-IOLD5.-0..' S EQUITY

Common Stock - authorized 20,000 shares
issued and outstandin 0 10,000 shares
of $10.00 par value
$ 100,000.00
290,000.00
Retained Earnin 0s
Total Stockholder's Equity
TOTAL UABI LI TIES AND

STOCKHOLDER'S EQUITY
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CORPORATION A AN"D CORPO�ATION B
PE.TlTINENl' FINANCIAL DATA
YEAR ENDED DECEMBER 31, 19xx

Total Net Income Aft er
Taxes - 19:xx

CORPOI'-ATION A

CORPORATION B

$160,000.00

$ 60,000.00

40,000

10,000

Total Number of Shares
of Stock Out standing
Earnings Per Share - 19xx

$

4.00

$

6.00

Market Value of Stock
per share - 12-31-xx:

$

60.00

$

120.00

Price Earninz;s Ratio - 12-31-xx
Book Value Per Share - 12-31-xx
Earnings As a P ercentage
of Net Worth - 12-31-xx
Debt To Equity Ratio - 12-31-xx

20

15
$

31.875
12.5%
105%

$

33.90

15.4%
112%
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the purchase or pooling of interests method of recording a business
combination.

It should be evident, however, that the two situations

presented in this chapter are not unlike many business combinations
which have been recorded by one of. the two acceptable methods.
Excess of Cost Over Book Value of Assets Acquired
The shareholders of Corporations A and B agree to a combination
,llhereby the equity of Corporation B is absorbed by Corporation A.
Corporation A is to issue twenty thousand shares of par value $10.00
stock to the shareholders of Corporation B.

The consideration given

for the assets of Corporation B thus becomes $1,200,000.00 since this
is the market value of twenty thousand shares of Corporation A com
mon stock. If the combination J.s to be recorded as a purchase an
evaluation �ust be made to determine the nature of the $375,000.00
excess of cost over book value.

It is determined that $175,000.00

of the excess may be attributed to the equipment account and
$200,000.00 of the excess cost over book value is goodwill and should
be treated as such on the balance sheet.

In accordance with ac-

cepted accounting principles, as discussed in the previous chapters,
the combination is recorded by the following journal entry as a
purchase by Corporation A of Corporation B.
Cash
Accounts Receivable
Inventory
Other Current Assets
Land
Buildings
Equipment
Goodwill

$15,000.00
60,000.00
80,000.00
20,000.00
125,000.00
200,000.00
soo,000.00
200,000.00

S7
$ so,000.00
35,000.00
350,000.00
200,000.00
565,000.00

Accounts Payable
Accrued Expenses
Notes Payable
Common Stock
Paid In Surplus

The results of this journal entry are shown, in the new balance
sheet of combined Corporations A and B, on page fifty-eight of this
study.
Somewhat different results are obtained if this very same com
bination is treated as a pooling of interests.

To record the com

bination as a pooling of interests the asset and liability balances
of the cons tituents must be combined, assuming that both corporations
have balances recorded in a manner consistent with generally accepted
accoun ting principles.

With Corporation A again issuing twenty

thousand shares of its stock for the net worth of Corporation B
the combin ation is recorded by the following journal entry.
Conmon Stock - Corporation B
Retained Earnings
Common Stock - Corporation A

$100,000.00
100,000.00

$200,000.00

As was shown in Chapter IV of this study, in the absence of a
paid-in surplus account the excess of the stated value of the acquir
ing corporation's stock over the acquired corporation's stock is ap
plied arainst retained earnings.

The results of recording this com

bination as a pooling of interests are shown on page fifty-nine.
)

To show the effect of choosing one method over another, a com
parative balance sheet is shown on page sixty-one and the difference
in pertinent financial ratios and various data are shown on the
following par,e.

The earnings and other figures dependent upon

earnings for their derivation reflect the results of operation for

I
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CORPOMTION A
BALANCE SHfil'T
PURCHASE METHOD
January 1, 19xx
ASSETS

CURREN!' ASSETS

Cas h
Accounts Receivable
Inventory
Other Current Assets
Total Current Assets

$

72,000.00
430,000.00
355,000.00
80,000.00

$ 937,000.00

FIXED AS SETS
Land
$ 238,000.00
Buildings - Net of Depreciation 1,018,000.00
Equipment - Net of Depreciation 1,427,000.00
T otal FL�ed Assets

$2,683,000.00

OTHER ASSETS
$

Goodwill

200,000.00

$3,820,000.00

TOTAL ASSETS
LIABIUTIES AND STOCKHOLDER'S EQUITY
CURREN!' LIABILITIES
Accounts Payable
$
Notes Payable
Accrual E.�enses
Total Current Liabilities

375,000.00
75,000.00
80,000.00

$

530,000.00

LONG T.E.1™ LIABILITIES
N:>tes Payable
$ 650,000.00
600,000.00
Debenture Bonds - 5%
Total Long Term Liabilities
TOTAL LIABILITIES

$1,250,000.00
$1,780,000.00

STOCKlIOLDER'S EQUITY
Common Stock - authorized, issued and
outstanding 60,000 shares of $10.00
par value
$ 600,000.00
875,000.00
Retained Earnings
565,000.00
Paid In Surplus - Common Stock
Total Stockholder's .Equity

IDTAL LIABIUTIES AND STOCKHOLDER'S EQUITY

$2,040,000.00

$31820,000.00
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CORPORATION A
BALANCE SHEET
POOUNG OF INTERESTS M.EnIOD
January l, 19xl
ASSETS

CURR.ENf ASSETS
Cash
Accounts Receivable
Inventory
Other Current Assets
Total Current Assets

$

72,000.00
430,000.00
355�000.00
so,000.00

$

937,000.00

FIXED ASSETS
Land
$ 238,000.00
1,018,000�00
Buildings - Net of Depreciation
1,25 2, 000.00
Equipment - Net of Depreciation
Total Fixed Assets

$2,508,000.00
$3,445,000.00

TOTAL ASSETS
LIABIUTIES AND STOCKHOLDER'S EQUITY
CURRENT LIABILITIES
Accounts Payable
$
Notes Payable
Accrued Expenses
Total Current Li.abilities

375,000.00
75,000.00
so,000.00

$

530,000.00

LONG TE:tM LIABI U TIES
$
Notes Payable
Debenture Bonds - 5%
Total Long Term Li.abilities

650,000.00
600,000.00

TOTAL LIABIUTIES

$1,250,000.00
$1,780,000.00

STOCKHOLDER'S EQUITY
Common Stock - authorized, issued and
outstanding 60,000 shares of $10.00
$ 600,000.00
par value
1,065,000.00
Retained Earnings
Total Stockholder's Equity

$1,665,000.00

TOTAL LIABIUTIFS AND S'roCKHOIDBR 'S .EQUITY

$3,445,000.00
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the year ended December 31, 19xx.

For the year just ended, there

would have been no effect on earnings or earnings per share for
the company if there had been a combination (either a purchase or
a pooling).

Assumin� that the market price of the stock of the

combined company follows earnings, market price would be set at
approximately $66.00 per share . Since the price - earnings ratios
of the constituent canpanies were fifteen and twenty respectively,
eighteen seems

ah

appropriate price - earnings ratio of the combined

entity.
At December 31, 19:xx the effects of choosing one of th e two
accepted concepts for recording the combination is most apparent
when analyzing the net worth structure of the firm.

If the combina

tion is recorded as a purchase, book value per share is significant
ly increased, \•,hile both the debt to equity ratios and earnings as
a percentage of net worth are materially reduced.
More me aninr::ful results may be obtained, hoHever, if the results
of the subsequent year's operations are analyzed.
If it is assumed that all results of operations for the year
ended December 31, 19xl, except for differences dictated by choice
of method for recording the combination, remain the same the follow
inr; results are obtained.

The net earnings of the Corporation re-

main at $220,000.00 if the pooling of interests method is used.

If

the combination is recorded as a purchase, however, certain other
charges must be made against the incane statement.

Assuming that

equipment is depreciated over a ten year period, a charge of $17,500.00
must be made to record depreciation on the additional assets charged
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CORPOAATION A
COMPARATIVE BALANCE SHEET
January 1, 19xl
ASSETS

PURCHASE

CURRENT ASSETS
Cash
Accounts Receivable
Inventory
Other Current Assets
Total Current Assets

12,000.00
430,000.00
355,000.00
so,000.00
$ 937,000.00
$

POOLING OF
INTERESTS
12,000.00

$

430,000.00
355,000.00
80,000.00
937,000.00

$

FIXED ASSETS
Land
Buildings - Net of Depreciation
Equipment - Net of Depreciation
Total Fixed Assets

$

238,000.00
1,018,000.00
1,427,000.00

$2,683,000.00

$ 238,000.00
1,018,000.00

1,2s2,ooo.oo

$2,508,000.00

OT!lER ASSETS
Goodwill
TOTAL ASSETS

$ 200,000.00
$3,820,000.00

-0-

$3,445,000.00

LIABIUTI.ES AND STOCKHOLDER'S EQUITY
CURRB.T

LIABILITIES

375,000.00
75,000.00
so,000.00
530,000.00

Accounts Payable
$
Notes Pa yable
Accrued .Expenses
Total Current Liabilities$

375,000.00
75,000.00
80,000.00
$ 530,000.00
$

I.ONG TERM LIABILITIES

Notes Payable
$ 650,000.00
600,000.00
Debenture Bonds - 5%
Total long Term Liabilities
STOCEHOLDER'S EQUITY

$1,2so,ooo.oo

Comraon Stock - authorized, issued and
outstanding 60,000 shares of $10.00
par value
$ 600,000.00
875,000.00
Retained Earnin::_;s
565,000.00
Paid In Surplus
Total Stockholder's Bquity$2,040,000.00
TOTAL LIABILITIES AND
STOCKHOLDER'S EQUITY
$3,820,000.00
\

$

650,000.00
600,000.00

$1,2so,ooo.oo

$ 600,000.00
1,065,000.00

-o

$1,665,000.00
$3,445,000.00
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CORPOP-ATION A
FINANCIAL DATA
YEAR ENDED DECEMDER 31, 19:xx
PURCHASE
Total Net Income A.fter
Taxes

POOLING OF
INI'ERBSTS

$220,000.00

$220,000.00

60,000

60,000

· Total Number of Shares of
Stock Outstanding
Earni ngs Per Share - 19:xx

$

3.66

$

3.66

Market Value of Stock
Per Share - 12-31-xx

$

66.00

$

66.00

18

Price Earni ngs Ratio - 12-31-xx:
Book Value Per Share - 12-31-xx

34.00

$

Earninrs As a Percentage
of Net Worth - 12-31-xx

10.9%

Debt To Equi ty Ratio -12-31-xx

87

\

18
$

27.75
13.2%
107
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to the equipment account when the purchase metllod is used to record
the combination.

Furthermore, if an estimate can be made of the

life of the goodwill it is advisable that it be amortized. This
is clearly in accordance with recommendations of the American
Institute of C�rtified Public Accountants.
"The cost of type (a) intangibles (those with an identifiable p�riod of usefulness) should be amortized by sys
tematic charges in the income statement over the period
benefited, as in the case of other assets having a limited
period of usefulness."1
If a suitable amortization charge is determined to be $10,000.00
annua lly then it is clear that earnings of the company if the com
bination is recorded as a purchase will appear as follows:
Net Income - Pooling of Interests Method
Less: Additional Depreciation
Amortization Charge

$220,000.00
17,500.00
10,000.00

Net Income - Purchase Method

$192,500.00

The effects of choosing between the two methods are now readily
seen as is illustrated on page sixty-four.

If constant earnings are

maintained, earnings per share are increased by more than 10% by
using the pooling of interests method of recording this combination.
Similarly, the market value of the stock is affected to the same
extent if it is assumed that the price - earnings ratio remains the
same at eighteen. Earnings as a percentage of net worth are enhanced
by using the pooling of interests method because of both the over
statement of earnings and uncierstatement of net worth. Again, how
ever, book val ue per share and the debt to equity ratio are more
1 Accounting Research and Tenninology Bulletins. New York: The
American Institute of Certified Public Accountants, 1961, p. 38.
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CORPORATION A
FINANCIAL DATA

YEAR ENDED DECEMBER 31, 19xl
PURCHASE

Total Net Income After
Taxes

$192,500.00

$220,000 .. 00

60,000

60,000

·Total Number of Shares of
Stock Outstanding
Earnings Per Share 19xl
Market Value of Stock
Per Sha.r e - 12-31-xl

$

3.25

$

3.66

$

58 .so

$

65.60

Price Earnings Ratio - 12-31-xl
Book Value Per Share - 12-31-xl
Earninr.s As a Percentage
of Net Worth - 12-31-xl
Debt To Equity Ratio - 12-31-xl

POOLING OF
INI'ER.ESTS

18

18
$

37.20

$

31.40

8.6%

11.5%

79.7%

94.4%
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favorable if the combination is recorded as a purchase. Hith the
larger earnin5s which are present under the pooling of interests
method, both of these figures will improve more rapidly under this
method of recording the combination provided the additional ear
nings are not paid out in dividends.
Dook Value Of Assets Acquired Exceeds Cost
Just the opposite effects from those shown in the preceding
example are obtained if the book value of the assets acquired ex
ceeds their cost to the acquirins company.

Assuming the same ideµ

tical circumstances as were present in the previously shown com
bination except for changes in Corporation I3 ownership interests,
the combination may be consummated for a consideration which is
less than the book value of the assets acquired.

If Corporation B

has issued and outstanding 20,000 shares of par value �5.00 stock
rather than 10,000 shares of $10.00 par value stock the earnings
per share for the company is reduced to :,:3.00· per share.

If the

current market price of Corporation B cormnon stock is $15 .oo per
share the price earnings ratio will be five.

The combination may

·be accomplished by issuing 5,000 shares of Corporation A common
stoc k to the sharehol ders of Corporation B.
If the purchase method is chosen to record this combination
the following journal entry on the books of Corporation A co::ibines
the two corporations.
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Cash
Accounts Receivable
Inventory
Other Current Assets
Land
Buildings
.Equipment
Accounts Payable
·Accrued Expenses
Notes Payable
Common Stock
Paid In Surplus

$15,000.00
60,000.00
80,000.00
20,000.00
125,000.00
200,000.00
235,000.00

$ so,000.00
35,000.00
350,000.00
so,000.00
250,000.00

In this situation the value of the consideration given is
$300,000.00 while the book value of the assets acquired is
$90,000.00�

In accordance with the princ iples outlined in

Chapter III of this study it is determined that the equipment
acc ount is over-valued by $90,000.00; hence, it is adjusted.
Surplus is still created, however, in the amount of $250,000.00
as a result of acquiring assets valued at $300,000.00 for the issuance
of $so,ooo.oo worth of stock at its book value.

The result of r�cord

ing this combination as a purchase is shown on page sixty-seven of
this chapter.
If the co mbination is chosen to be recorded as a pooling of
interests the results are ci!anged somewhat as shown by the balance
sheet on page sixty-eight and the canparative balance sheets as shown
on page sixty-nine.

The following journal entry records the combin

ation as a pooling of interests on the books of the constituent cor
porations.
Common Stock - Corporation B
$100,000.00
Common Stock - Corporation A
Paid In Surplus

$50,000.00

so,000.00

As is shown by the comparative balance sheet on page sixty-nine
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CORPORATION A
BALAN:E SHEET
PURCHASE METHOD

January l, 19xl
ASSETS
CURRENT ASSErS

Cash
Accounts Receivable
Inventory
Other Current Assets
Total Current Assets

$

72,000.00
430,000.00
355,000.00
80,000.00

$

937,000.00

FIXED ASSETS
Land

Buildings - Net of Depreciation
Equipment - N:?t of Depreciation
Total Fixed Assets

$ 238,000.00
1,018,000.00
1,162,000.00

$2,418,000.oo
$3,355,000.00

TOTAL ASSETS
LIABILITIES AND STOCKHOLDh'R'S EQUITY
CURREN!' LIABILITIES
$
Accounts Payable
Notes Payable
Accrued Expenses
Total Current Liabilities

375, 0.00.00
75,000.00
80,000.00

$

530,000.00

LON:; TERM LIABILITIES

Notes Payable
$ 650,000.00
600,000.00
Debenture Bonds - 5%
Total Long Term Liabilities
TOTAL LIABILITIES

$1,250,000.00
$1,780,000.00

STOCKHOLDER'S EQUITY

Comraon Stock - authorized 60,000 shares
issued and outstanding 45,000 shares of
$ 450,000.00
$10.00 par value
875,000.00
Retained Earnings
250,000.00
Paid In Surplus - Common Stock
Total Stockholder's Equity
TOTAL LIABILITIES AND STOCKHOLDER'S EQUITY

$1,575,000.00
$3,355,000.00
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CORPORATION A
BALANCE SHEET
POOLIOO OF INTERESTS M.b"""IHOD
January 1, 19xl
ASSETS
CUR.'lENI' AS SETS
Cash
Accounts Receivable
Inventory
Other Current Assets
Total Current Assets

$

12,000.00

430,000.00
355,000.00
80,000.00

$

937,000.00

FIXED ASSETS
Land
Buildings
.Equipment
Total Fixed Assets

$

238,000.00
1,018,000.00
1,2s2,ooo.oo

$2,508,000.00
$3,445,000.00

TOTAL ASSETS
LIABILITIF.5 AND STOCTJ-IOLDER'S EQUITY
CURRE�T LIABILITIES
Accounts Payable
$
Notes Payable
Accrued E..--q,enses
Total Current Liabilities

375,000.00
75,000.00
80,000.00

$

530,000.00

LONG TERM LIABILITIES
Notes Payable
$
Debenture Bonds - 5%
Total Current Liabilities

650,000.00
600,000.00

TOTAL LIABILITIES

$1,250,000.00
$1,780,000.00

STOCK,qOLDER'S EQUITY
Co1J1111on Stock - authorized 60,000 shares
1
ssued and outstanding 45,000 shares of
$ 450,000.00
$10.00 par value
1,165,000.00
Retained Earnings
50,000.00
Paid In Surplus - Common Stock
Total Stockholder's Equity

$1,665,000.00

TOTAL LIABILITIES AND STOCKHOLDER'S .EQUITY $3,445,000.00
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CORPORATION A
COMPARATIVE BAIAfCE· SHEETS
January 1, 19xl
ASSETS

PURCHASE

.Ctm...�ENr ASSETS
Cash
Accounts Receivable
Inv entory
Other Current Assets
Total Current Assets

$

POOLING OF
INrE:l.E.STS

72,000.00
430,000.00
355,000.00
80,000.00
937,000.00

$

238,000.00
1,018,000.00
1,162,000.00
$2,418,000.00
$3,355,000.00

$

$

72,000.00
430,000.00
355,000.00
80,000.00
$ 937,000.00

FIXED ASSETS
Land
Buildings - Net of Depreciation
Equipment - Net of Depreciation
Total Fixed Assets
TOTAL ASSETS

$

238,000.00
1,018,000.00
1,252,000.00
$2,518,000.00
$3,445,000.00

LIABIUTIES AND STOCKHOLD.Er'l.'S EQUITY
CURRENr LIABILITIES
Accounts Payable
Notes Payable
Accrued Expenses

$

Total Current Liabilities $

375,000.00
75,000.00
80,000.00
530,000.00

$ 375,000.00
75,000.00
80,000.00
$

530,000.00

$

650,000.00
600,000.00

LONG TERM LIAI3ILITIES
I'-.totes Payable
Debenture Bonds - 5%
Total Long Tenn
Liabilities

$

650,000.00
600,000.00

$1,250,000.00

$1,250,000.00

S'IDCY.HOLDER'S EQUITY
Common Stock - authorized 60,000 shares
issued and outstanding 45,000 shares
$ 450,000.00
of $10.00 par value
875,000.00
Retained Earnings
250,000.00
Paid In Surplus
Total Stockholder's Bquity$1,575,000.00
TOTAL LIABILITIES AND
STOCKIDLDER 'S EQUITY
$3,355,000.00

$

450,000.00
1,165,000.00
50,000.00
$1,665,000.00

$3,445,000.00
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and the financial data on page seventy-one, when the cost of acquiring
the company is less than the book value of the assets acquired the
results are just the opposite as those obtained in the previous case.
In this situation the book value per share and earnings as a percen
tage of net North are greater if the purchase method is used rather
than the pooling of interests concept.

The effects are more mean

ingful when the results of the year's operations following the com
bination are analyzed.

In this case the earnings under the purchase

method are greater than those shown using the pooling of interests
m?thod of recording the ccmbination. This is true because of a
$9,000.00 adjustment that must be made to the depreciation charges
since the equipment account has been reduced by $90,000.00.

The

results, shown on page seventy-two, reflect these adjustments as
sumine that all other results from operation are identical to the
year before the combination took place. Price-earnings ratios have
been adjusted to a point between the .'.""ormer price-earnings ratios
of the constituent corporations. Market prices of stock , earnings
per share and other results dependent upon earnings for their der
ivation are now larger using the purchase method, whereas in the
former example the pooling of interests method led to the more
favorable results.
Though the differences are not as pronounced as in the former
example, the differences are just as meaningful. The two cases
were not developed with t he intent of showing the magnitude of
difference that could be obtained in the two results. The two parts
to this model do show, however, the direction in Which the differences
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CORPOAATION A

PERTINENT FINANCIAL DATA
YEAR END.ED DECEMBER 31, 1963

Total Net Income After
Taxes - 19xx

PURCHASE

POOLING OF
INTERESTS

$ 220,000.00

$

Total Number of Shares
of Stock Outstanding

220,000.00
45,000

45,000

Earnings Per Share - l9xx

$

4.88

$

4.88

Market Value of Stock
Per Share - 12-31-:xx

$

48.88

$

48.88

Book Value Per Share - 12-31-xx
Earnings As A Percentage
of Net Worth - 12-31-xx
Debt To Equity Ratio - 12-31-:xx

10

10

Price Earnings Ratio - 12-31-xx
$

35.00
13.9%
113%

$

37.00
13.3%
107%
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CORPORATION A
PERTINENr FINANCIAL DATA
YEAR ENDED DECEMBER 31, 19xl

Total Net Income After
Taxes - 19xl

PURCHASE

POOLING OF
INTERE.STS

$229,000.00

$220,000.00
•

45,000

45,000

Total Number of Shares of
Stock Outstanding
Earnin�s Per Share - 19xl
Market Value of Stock
Per Share - 12-31-xl

$

5.09

$

4.88

$

50.90

$

48.88

· Price Earnings Ratio - 12-31-xl
Book Value Per Share - 12-31-xl

10

10

$

40.88

$

41.88

Earnings As a Percentage
of Net Worth - 12-31-xl

12.7%

12.2%

Debt To Equity Ratio

98.6%

94.4%
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will move in each of these two situations.

It should be clear that

the presence or absence of certain circumstances could magnify or
decrease the differences obtainable by merely choosing a method of
recordinp. a business combination.
SUMMA!lY
.. AND C:Ol'CLUSIONS

By the choice of accounting methods it is possible to affect
material chan�es in a corporation's financial statements.
Both total earnings and earnings per share of stock are in
fluenced by the method chosen to record a business combination.
\1hen the cost of the assets acquired exceeds the book value of these
assets, earnings and earnings per share are increased when the pool
ing of interests method is utilized to record the business combin
ation.

When the cost of the acquired assets is less than their book

value the opposite effect is achieved.

The purchase treatment allows

for higher earnings and earnings per share than does the pooling of
interests concept.
To the extent that market values of securities are influenced
by earnings, the choice of accounting method ,-.'ill influence stock
prices in tbe same manner that earnings are influenced as discussed
in the preceding paragraph.

No attempt has been made in this study

to determine the relative importance of earnin,;s over t':.e many other
factors which determine stock prices.

If it is conceded that earnings

do influence significantly the price of a stock, then choosing be
tween recording a business cor.ibination as a purchase or a pooling
of interests may materially effect stock prices.
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Financial structure and financial strength as evidenced by
debt to equity ratios and book value per share of stock can be
materially chanr.ed by choosing one recordinb method over another.
\'/hen the cost of the assets acquired exceeds their book value the
debt to equity.ratio and book value per share of stock are improved
by recording the combination as a purchase.

Quite the opposite is

true if the book value of the assets acquired is greater than the
cost of acquiring the assets.

In this situation the debt to equity

ratio and book value per share are enhanced by recording the com
bination as a pooling of interests.
The many decisions which are made that require a determination
of a firm's cost of capital may be influenced
• by the choice of
method used to record a business combination.

The cost of raising

additional capital by borrowing may be affected to the extent that
the stockholders' equity is changed depending upon which method is
selected for recording the combination.

This change in the equity

position as evidenced by the c.ebt to equity ratio may influence
a potential lender's interest requirement as well as the total amount
of funds one would be willing to extend to the firm.

In ad.dition,

the price at which the firm can sell equity funds may be influenced
to the extent that price-earnings ratio s may be affected significantly
by the combination.
The combinations shown on the pages of this chapter were not
selected because they show any significant differences between the
two methods of recording business combinations.

Examples showing
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differences of much greater m¾""Ilitude could be obtained.

However,

such examples would not contribute substantially to this study.
The effects of choosing one combination method over another have
been portrayed in this chapter.

The extent to which financial

statements can be influenced by differing treatments of accounting
for combinations should now be evident.

CHAPTER VI
AN EVALUATION OF ACCOUNTING METHODS
FOR RECORDING BUSINESS COMBINATIONS
In li ght of the differences which may be present, men one
records a business combination simply by choosing one of two per
missible recording methods careful analysis is warranted in an
attempt to substantiate their propriety.

At this point an at

tempt can then be made to develop adequate criteria for choosing
one method over another.
This chapter will thus be divided into four parts.

The first

part of this chapter will be devoted to discussing the propriety
of the purchase method of recording business combinations.

The

second pa.rt will evaluate t1'.e acceptability of the pooling of
interests method for recording business combinations.

Thirdly,

this chapter will discuss what would be adequate criteria

for

choosing between the two accounting methocls in view of accept
ability of the t·.\To l:l.Cthods in various situations.
is the task of

t

finally, it

is chapter to evaluate the adequacy of the current

standards for recording business combinations with respect to
acceptable financial reportin� standards.
The Purchase Method
There seems to be no question of the general acceptability of
recording a business combination as a purchase.
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To find fault with
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the customary practices used in recording a business combination as
a purchase would be to deny the acceptability of the current account
ing methods used to record the purchase of any asset.

In accordance

with generally accepted accounting principles when using the pur
chase method assets are recorded at cost or fair value of the assets
acquired, whichever is more clearly evident.

This is the accepted

procedure for accounting for t he acquisition of any asset.

However,

critics of the purchase method for recording business combinations
have attacked the use of market values of securities as the indi
cation of the value of the consideration given to acquire assets.
More frequently, these critics have disagreed with the treatment
given to "goodwill" which often arises when the market value of
securities are used as the cost basis for assets acquired.
To deny that market prices of securities are not an adequate
measure of the value given to acquire an asset is without merit.
As is pointed out by Professors Paton and Paton:
"The value desired :1cre is a fiF,Ure that fairly re
presents what the cash cost would be if the assets were being
acquired by outright purchase. In some cases the market
value of securities issued to the contributors of the assets
may afford valid - if indirect - evidence of the value of
the assets acquired. 111
To deny these principles seemingly is to refute the business
acumen of individuals negotiating a business combination.

If the

person buying, or selling, a business entity accurately judges the
fair value of the asset sold or acquired the medium of exchange is
1 Paton, William A. and Paton, William A. Jr. Asset Accounting.
New York: The MacMillan Company, 1952, p. 187.
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immaterial.

With arms-length bargaining present, the accountant can

do no more than to assume that the value given to acquire an asset
approximates fair value of the assets at the time of exchange.

The

nature of the consideration given, however, is not primary to the
problem of determining the value of assets acquired.

If so called

arms-length bargaining does not exist, the propriety of recording
the combination as a purchase would be in question.

However, if a

normal relationship exists between the buyer and the seller, the
value given in consideration for the acquisition of an asset is an
acceptable basis of accounting for the asset.
There seems·to be no reason for departing from the above prin
ciples if a so called "bareain purchase" exists.

In this instance,

\.f.:ren the opposite of goodwill is created, excess of book value of
assets acquired over cost is present.

TJ:1e assets should be recorded

at cost or fair value of the assets received, just as in the previous
example, if acceptable accounting principles are not to be violated.
Mosic h comments on tl::is, stating:·
"The use of vendor' .s asset book figures as a measure of
value received by the buyer is clearly illogical. Book values
ex
· ist only by chance and c.re irrelevant: to the unit obtaining
economic control and accountability of. the assets. "1
It is clear that the fair value 0£ the assets received or cost
of the assets acquired, whichever is lower, is an acceptable basis
for recording the value of an acquired asset.

It is not completely

clear, however, whether it is acceptable to record an asset at greater
1 Mosich, Anelise Nie!-:. An Evaluation of Purchase and Pooling Con
ceots of Accounting for Corporate Merge�s and Acquisitions. University
of California, Los Angeles, (May, 1963), p�l.
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than cost i£ its fair value is, in fact, greater than the consider
ation given to acquire the asset. Certainly book value of the assets
acquired ..is not relevant, as is pointed out above.

However, the

American Institute of Certified Public Accountants has stated that an
asset must be recorded at cost or at the fair value of the property
acquired, whichever "is more clearly evident."

It appears, however,

the institute does not mean to have an asset recorded at more than
cost even if market value exceeds cost and it is "clearly evident."
"h'hen the cost to the parent is less than its equity in
the net assets of the purchased subsidiary, as shown by the
books of the subsidiary at the date of acquisition, the amount
at which such assets are carried in the consolidated state
ments should not exceed the parent's cost."1
Some writers have contended that assets do not necessarily
have to be recorded at cost or fair value, whichever is lower.
table among these authors are Professors Sprouse and Moonitz.

No
In

discussing the three exchanr::e prices which might be used to record
the value of an asset it is stated that the following are acceptable:
(1) "A past exchanfT,e pric e, e.g., acquisition cost or
other initial basis.
(2) A current exchange price, e.g., replacement cost.
(3) A future exchange price, e.g., anticipated selling
price."2
It is evident that either replacement cost or future selling
prices may be either more or less than the acquirer 's cost; hence,
1 Accounting Research an d Terminolop..-y I3ulletins. New York: Tne
American Institute of Certified Public Accounts, 1961, PP• 43
44.
2 Sprouse, Robert E. and Moonitz, Maurice. Accounting Research
Study No. �- "A Tentative Set of Broad Accounting Principles for
Business Enterprises." New York: The .American Institute of
Certified Public Accountants, 1962, pp. 23 - 24.

80
the assertion, that the traditional concept of cost or fair market
value, whichever is lower, is not the only acceptable basis for
arriving at the value of an asset.
Professors Sprouse and Moonitz have an opinion that appears to
be defensible and of much merit to the accounting profession.

How

ever, it is not within the scope of this study to evaluate the many
theories for proper recording of asset values.

It should be noted,

however, that nothing in the nature of a business combination to be
recorded as a purchase •..ould warrant that the value of the assets
acquired be recorded in any manner different than one would record
the value of any asset.

A business combination correctly classified

as a purchase is just that--a purchase of assets.

The methods of

recording the exchange of assets in a business combination should
not be inconsistent with the methods used to record tl!e exchange of
an asset in any situation.
Criticism of methods used to record a business combination as
a purchase are often concerned with the propriety of the creation of
soodwill.

Further criticism is directed at methods used to eliminate

goodwill once it has been created.
Purchased goodwill, which occurs frequently when business com
binations are recorded as purchases, is defined by Leonard Spacek
in a recent article criticizing currently used practices for re
cording an amortizing goodwill.

Spacek states:

"Good.will is the valuation placed on the earning power of
the going concern as a whole over the amounts paid for the net
assets necessary to produce, market, sell and administer its
products and services. It is, in substance, the present value
placed on anticipated future earnings in excess of a reasonable

8·1
return on these producing assets . Thus, it is a cost to the
buyer of earnings over and above the cost of the assets required
to produce those earnings. 1
11

Though Spacek correctly assesses the nature of goodwill, his
contention that goodwill should not be shm·m on the balance sheet
and that it should be applied against earned surplus is without
much merit.
"The cost of goodwill should always be charged against
surplus when it is purchased. Preferably the charge should
be made aGainst earned surplus to the extent available, in
order to keep intact the original capital paid in until its
use is authorized by shareholders. In this way the book
value of corporate stock will represent the amounts carried
for producing assets only. This should be established as
an accounting principle and should always be observed."2
It appears that with this contention l\".r. Spacek does not recog
nize that goodwill represents the reason the other assets are earning
at a rate which makes their purchase :)rice higher than would normally
be the case.

To immediately charge to past earnings of one company

the cost of acquiring excess esrning capacity in another firfil does
not seem to be supportable. l'-lr. Spacek's separation of assets into
"producing assets" and "
. non-producinf assets" fails to recognize
what the assets are to produce.

Assets are held not only to produce

a product or service, but to produce earninrs.

Goodwill is just as

significant in t!1e production of earnings as equipment, buildinrs or
any other asset.

To fail to recognize goodwill on the balance sheet

is not supportable if one wishes to reflect all of the assets utilized
in producing earninc-s or to reflect the true value of a business unit
purchased.
1 Spacek, Leonard. "TI1e Tr�atment of Goodwill in the Corporate
Balance Sheet." � Journal of Accountancy, Volume 117 (February,
1964), p. 36.
2 Ibid. PP• 39 - 40.
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Writers who recognize that goodwill is, in fact, an asset that
should be shown on the balance sheet are not in agreement as to what
should be done with goodwill once it has been capitalized.

Some

maintain that it is improper to amortize goodwill over a period of
years by charging it against income.

Others main tain that the amor

tization of good,·1ill is the only proper method.

Still others have

maintained that as lon� as (;Oodwill still recognizably exists it
should not be charged against earnings.

Notable among those who

cbarge that it is improper to amortize goodwill is Leonard Spacek.
"I respectfully submit that the amor-tization of goodwill
ar:ainst income is not proper . Income statements should show
earninrs from operations undistorted by it��s that are in no
way related to operations, such as charges for the amortization
of Goodwill. 111
Again Spacek fails to recognize that r·oodwill does, indeed,
have a very real effect on operations and hence it would be a jus
tifiable char�e in the income statement.

If 1;oodwill was not a

significant factor in the operations of a concern then clearly to
charge goodwill against in come \'!ould be inappropriate.

,!owever,

by its mere existence it is assumed that goodwill will affect op
erations by increasing revenues.

To submit that the amortization

of goodwill is improper because it is unrelated to operations is
as insupportable as saying that depreciation is unrelated to oper
ations and hence its charge should not be made a0ainst incon:e.

If

goodwill is to be charged off, it .must be charged against current
earninrs and not surplus.

1

Ibid.

p. 39.

8·3

To submit that goodwill should not be a.11ortized as long as it
is still clearly present is of supportable merit.

Paton and Paton

recognize the propriety of this theory when they state:
"The principal objection to a.TTiortization is found in the
fact that generally the life of the intangible element of a
business is very uncertain, which makes it difficult to find a
reasonable basis on ,,.-,hich to prepare a regular schedule of char
fes. In view of this fact it can be argued that the best pro
cedure is to retain the cost of the good,·1ill in the accounts as
long as earning power is maintained at a point hir.';h enough to
demonstrate the continued existence of the intangible value,
unimpaired. "1
The fact that there is diffic ulty in determining a proper pe
riod over which to a.'llortize goodwill is not in itself an adequate
reason for denyinr: the right to charge off goodwill.

In many in

stances eoodwill is clearly present, and will be for an indefinite
period of time, perhaps even the entire life of the corporation.
For this i:eason it appears to be improper to amortize from the books
of the company a recor,nizable asset which is present.
Some writers contend, however, ti at good,·;ill :.iay be charged
properly against earnin ·-s even tl:our,h it remains in e:r-...istence.
"A write-a :f of purchased 0oodwill, :::esult:ing in the
elimination of evidence of excess earnin�s capacity, also
seems to confonn to reality. Cnce superior earning power
is paid for it cannot be argued that excess earning power
still persists. An added investment has been made by the
ne·w entrepreneur equal to the cost of goodwill. Since ex
cess earnings are measured by comparinr; actual rate of
return with a normal rate of return on the capital resources
1 Paton, William A. a nd Paton, \'Jilliam. A. Jr. � Accounting
New York: The MacMillan Company, 1952, pp. 499 - 500.

84

invested in the enterprise, the added investment in the form
of payment for goodwill obli tcrates the differential between
actual and normal rate of return. 111
To contend that goodwill must be applied against earnings
which it is helping to generate is a supportable principle.

How

ever, this is muc:1 different than applying eoodv,ill against an
earned surplus that it did not help to create.
Both the retention of goodwill on .the balance sheet and the
amortization of goodwill by systematic charges to inco;:ne should be
considered as acceptable treatments of accounting: for the intangible
a�set.

There is merit in retaining an asset on a balance sheet for

as long as tlie asset remains in existence.

In ad.di tion, there is

merit in amortizing the asset over the period of years for which it
is believed that tbe asset will affect earnings.

In most instances,

however, it appears that an accurate determination should be made of
how lon;: the purchased goodwill (not r:oodwill subsequently created)
will effect earnings.

Syster!:t'::ic charges should tl"en be made for

the period judged to be affected.

If the former method is used of

leaving goodwill on the balance sheet without amortization, it is
inappropriate to retain the asset balance if goodwill no longer
·exists.

\·ifhen goodwill is found to no lonr:er exist, it should be

wr itten off.

If r•oodwill is ai:1ortized there is no propriety in

amortizing tre asset in any manner other than by systematic cllar ges
to earnings.

1 Mosich, Anelise Nick. An Evaluation of Purcbase and Pooling
Concepts of Accmmting forCorporate Merg";'rs and Acquisitions.
Universityof California;-Los P..ngeles, (May, 1963), p. 129.
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n1e Pooling Of Interests J\1ethod
The problems created by treating a business combination as a
purchase are not present if one treats the sam.e combina tion as a
pooling of interests.

This may account for the increased use of

the pooling of interests method as is noted by Professor \'lyatt.
"The most important motivation for use of the pooling
accounting treatment in the view o f most accountants with
whom we discussed the problem concerned the matter of good
will. 111
Though in the pooling of interests concept goodwill is not
recognized, the fact that a major problem area in accounting can
be avoided is hardly a justification for the adoption of this
method.

The pooling of interests concept is a greatly different

method of recording business conbinations.
The pooling of interests 1:1etllod realizes no goodwill because
a new basis for the accountability of assets does not arise.

The

use of the pooling of interests method, therefore, is creatly res
tricted if sound accounting principles are not to be violated.
The pooling of interests method in its present form has not been
restricted in use to appropriate business combinat:..ons.
Many authors support the contention that it is without merit
to continue using the pooling of interests concept for most busi
ness combinations.
"Pooling itself is merely a sham: while serving as a
safety valve to relieve the pressure resulting from the require
ment to capitalize goodwill, it has also relieved the pressure
of accounting for the fair value of producing assets, since
1 Wyatt, Arthur R. Accounting Research Study No. 1• "A Critical
Study of Accounting for Business Combinations•" New York: The
American Institute of Certified Public Accountants, 1963, p. 58.
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only the former book values are carried through. It is like
an anesthetic which has permitted a painless, soothing dilu
tion of equities not comprehended by unsuspecting investors. 11 1
These comments are echoed by Professor l.Jyatt in his study
when he states:
"No basis exists in principle for a continuation of what
is presently knm•m as "poolings-of-interests" accounting if
the business combination involves an exchange of assets and/
or equities between independent parties. "2
There appears to be no basis for continuing the pooling of
interests concept for recording business combinations in most in
stances.

It would seei:1 that the pooling of interests concept may

be warranted in situations ,mere the constituent corporations are
not independent of one another.

In the absence of arms length bar-

c:aining it would be improper to consider the combination a purchase,
as was not ed previously in this chapter, yet the pooling of interests
concept would seem to be appropriate.

Jl.n example of this type of

conbination ,-10ulci be the case in which two cOi::binine- corporations
were each owned or controlled by a third corporation.

In this

situation the mere combining o.f asset and liability balances would
be a logical basis for recording the combination.

In an exchange

between independent parties, hm·1ever, book values have no relevance
when recordine an economic �vent such as a business combination.
In some instances it may be quite difficult to determine which
of the constituent corporations is. being absorbed and which corporation
1 Spacek, Leonard. "The Treatment of Goodwill in the Corporate
Balance Sheet." 'll1e Journal of Accountancy, Volune 117 (February,
1964), p. 38.
2 i'lyatt, Arthur R. Accountinp; Research Study No. �• "A Critical
Study of Accounting for Busin ess Combinations." Ne,•1 York: The
American·- Institute of Certified Public Accountants, 1963, p. 105.

87
is absorbing its constituents.

In such a situation it would be

difficult to apply the methods of recording the combination as a
purchase since no corporation is necessarily being purcoo.sed.
Traditionally, this type of combination has been looked upon as a
pooling of interests.

However, the methods of the pooling of in

terests treatment of recordin� a business combination are suitable
to record this event.
to "pool" interests.

In this situation the intent appears to be
o,mership continuity may be maintained even

though there is an exchange between independent parties.

There is

no sound basis for asserting that an exchange of assets or liabil
ities in a business combination is any different than any other
exchanr,e transaction.

Wyatt claims that this form of business com

bination shoul(l be recorded in a way which he calls tbe "fair value
pooling concept. 11 1
\'Jith tl1is concept it is realized t·1a t the parties are independently ner.otiatinv a c01-:i.bination.

It is recognized, also, that

the book value of the assets of the constituent corporation is of
no relevance in determining the value being exchanged to form the
new entity.

Wyatt contends t:·.at the fair value of the assets ex

changed be the basis for the assets in the neu corporation.
"In combinations 1·1hich result in a new enterprise there
may be nothing inherent in prior carrying values to warrant
their continued usage subsequent to t 1e combination. Rather,
it is possible tl:at the assets of the resultant entity should
be accounted for based on their "cost" to the new entity.
Since the accounting unit is, in effect, a new entity, cost
to t he entity ,-,ould involve a determination of the fair value
of the assets contributed to the future use of the entity.
1

Ibid.
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All the assets would be carried forward at their fair value at
the date the new entity cane into being (the date of the com
bination). Likewise, the resultant entity would report no
earned surplus until such time as its operations generated
earnings. 11 1
Wyatt does allow that in some situations it may be permissible
to combine earned surpluses of the combining corporations.

This

appears to have merit, especially when the intent of the parties is
clearly to "pool" their interests and if the combination of surplus
is adequately disclosed in a manner whereby ummrranted inference
\'Jill not be drawn by readers of the combined statement.
\'/yatt' s study makes a real contribution tovrard developing an
appropriate method for recording a relatively few business combina
tions.

It is clear that the "fair value" method of pooling corpora

tions is useful only in circumstances where the relative size of the
two units is so nearly the same that it is clear one corporation is
not absorbing the others.

Furthermore, it would only be appropriate

to record a cor.1bination in the manner su�gested if the result of the
combination ,-;a s to form a ne,,r entity.

If the result of the combin-

ation was to create a corporation w;-1ich ,-:as but an eA-panded version
of one of the constituents to the combination, it would indicate that
a purchase had tal(en place and not a poolin[;.
The conventional poolini; of interests method does not have a
sound basis.

Its supporters fail to realize tl:at r:iost business com

binations are essentially exchange transactions calling for an ac
counting method s ir.iilar to any exchange transaction.

That method, as

pertaining to business conbinations, i s the purchase method.
1

Ibid.

p. 82.

In a
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relatively few combinations, Vw'hen the interest appears to be to pool
interests, if the size of the units is the same, and if a new entity
is seemin�ly found, the fair value pooling method may be utilized.
Only the absence of independence on the part of the combining entities warrants the use o.£ the pooling of interests concept as is
described in Chapter IV.

T!�e pooling of interests method is un

acceptable for the reason that it records assets in a manner which
is unacceptable for an exchan�e transaction; that is, it records
assets at their book values and not at either their cost or fair
market values.
The Establisl-i;'.1ent of the Criteria
For Determininr; ·..�1ich AccountinQ: Method
Adequately �ecords a Business
Combination
The fact that adequate criteria have not been cieveloped to
determine which o�· the alternative accountinf n�thods is the approp
riate method for recording a s9ecific co�bination is not because the
establish,'Uent of such criteria is in any way a difficult task.

.

T'ne

difficulties, Hhich are discussed in Chapter II of ..,�his study, have
resulted from a failure to recoi;nize the nature of a business combination and t:1 e consequ0I1ces of the accepted accounting methods.
With the understanding of a business combination and the consequence
of using traditionally accepted methods of recording the cor:Jbination,
careful inspection will reveal that one method is unacceptable in
nost situations.

Hence,· there has not been the need for criteria
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of the type developed by most accounting writers and the A:nerican
Institute of Certified Public Accountants.

Rather than understand

the nature of and the effects of using the accepted accounting
methods, accountants have tried to develop criteria which would
justify using alternative methods in a variety of situations.
A business combination is an exchange transaction.

It is im

material 'that assets are exchanged for assets, equities for assets
or equities for equities as in all instances the fair value of
what is exchanged is determinable.

TI,a t a business combination, in

all but a few instances, is an exchange transaction is supported
by one authority.
"It is our judr;..ient ti:at the l'leight of logic and con
sistency supports the conclusion that business combinations
between independent enti.-:ics arc excllan:;:c transactions in
volving a transfer of assets and that the accounting action
to account for an exchange transaction is necess2..ry to
reflect properly the results of the business transaction. "1
The accountinG action ap\)ropriate for recording an exchange
transaction is to record the value of ti1e consideration given or
the value of that \'lhich is received.

With respect to business

combinations the method which correctly records most business
combinations is the purch2..se method of accounting as outlined in
Chapter III.
The pooling of interests method as it nm·1 exists is thus
appropriate when an exchange transaction has not taken place.

There

nay be a co�.bination without an exchange having. taken place if the
:ombining units are related prior to the combination in such a way
1

Ibid.

p. 73.
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that so called arms-length bargaining has not taken place.

In this

situation the pooling of interests concept as described in Chapter IV
of this report would be appropriate.
In a relatively few business conbinations there is supportable
evidence that a somewhat new form of accounting for business com
binations mir:ht be necessary.

If it is not clear what the result

of an exchange transaction is, that is, if it is not clear which of
the constituents is being absorbed, it may be appropriate to utilize
the socalled "fair value pooling" concept to record the combination.
In this situation it is not denied that an exchange has taken place.
It is merely determined that a new basis of accountability arises
for all constituents rather than only for the acquired corporations.
This method is not inconsistent with the contention an exchange
transaction requires that the assets exchanged be valued at either
cost or fair value.
Realizinr the nature of a business combination allot.·� one to
restate the criteria for recording that event without employing either
negative reasoning or con. using the issue \vith attendant circumstances
as has .been tte case in the opinions issued by the .:nerican Institute
of Certified Public Accountants.

Business co�binations, unless the

constituent corporations are not independent, should be recorded by
the purchase method of accounting appropriate for exchange trans
actions.

If there is not an exchan!='e transaction the pooling of

interests concept is appropriate for recording t:1e business com
binations.

If it cannot be determined what the nature of the exehange
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transaction has been and if the intent of all constituents is
clearly th;1t of establishin1c a new entity, it may be appropriate
to record the combination as a "fair value pooline;."
Standards For Disclosing
Business Combinations
The need for adequate standards for reporting the nature of
a business combination is quite evident.

It. appears that an adequate

disclosure would include a discussion 0£ the type of method used to
record the combination and care in developing the statements of a
corporation.

The purpose will be to avoid any information fror.1 which

misleading inferences r.1i;>J1t be drawn.

Though the American Institute

of Certified Public Accountants has not been clear as to what it
would consider adequate disclosure, \1yatt has found tllat practicing
accountants are attempting to reveal co::1binations accurately.
"bven thour;h Accounting Research Bulletin No. 48 does
not establish clearly tl1e 711ides to follow in isclosing the
effects of business corabinations in £inane ial statements,
reasonable attem!-)ts at c.isclosu:re 2.re common, particularly
if the co :L: :....: tion is accm:nted for as a pooling of interests. "1
Adequate �:.�closure of a pooling of interests Hould seemin:::ly
include a state::1cnt which consolidates the operating results of
constituent corporations, in the year of co1,;1bination, to form one
income statement and related schedules.

Subsequent to the year of

combination care must be taken to assure that results sl:own on a
comparative basis are in fact comparable.

Since the results of the

combined entity would not n ecessarily resemble the sum of the con
stituent company's results, great care must be taken in presenting
1

Ibid.

p. 54.
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any comparative stat ements.

MisleadinG inferences may be d rm·m,

even i£ a footnote discloses that the corporation has recently been
a party to a pooling of interests.

Accounting Research Bulletin No.

48 states:
":lesults of operations of the several constituents during
periods prior to that in N.1ich the combina tion was effected,
when presented for comparative purposes, may be shm·m on a
combined basis, or shown separately where, under the circum
stances of the case, that presentation is more useful and
informative. Disclosure t:tat a business combination has been,
or in the case of a proposed ccmbination will be, treated as
a pooling of interests s}1ould be r,1adc and any combined state
ments clearly described as such. "1
When the combination to be C:iscloscd is a purcl1ase, care must
arrain be taken that the comparative schedules are not r.1isleadin;;.
With resp ect to reporting in the year of co::i.bi:-iation, it appears
that any earnings of the acquired company prior to the acquisition
date ,·mulct be shm-m separately and that only the earnings of the
acquired company subsequent to the combination would be sho.-m on the
operatine; statements of the acquiring company.
The problems of properly disclosinG a business combination to
the reader 0£ a company's financial statements is of little importanc e when compared with the problems which have been created by not
adopting logically supportable criteria for judr-:ing how to deter
mine which accountini; method. will be used to record the co.nbination.
It is the methods a.11d the results of these nethods that are confusing
and not the means by which the results are being shown to t:1e readers
of financial statements.
1 Accountin[; Research and Terminology Dulletins. New York: T'ne
American Institute of Certified Public Ac countants, 1961, p. 26.

CHA.PT.IT?, VI I
COl\'CLUSION3 AND
RECO.MME:NDATIONS

Follm'ling World War II the third definite period of numerous
business combinations began in the United States and has continued
. to the present time.

The previous t,-.;o periods \1ere of relatively

little Sif!Dificance to accountants due to tl�e infancy of accounting
and the consequential lack of influence that the accountant had on
standards for recording the business cor.1binations.

In the third

period, however, accountants have had the responsibility of correctly
.,

reporting business combinations to the readers of financial state
ments.

The many probler,,s whicl: have been encountered in attempting

to portray adequately ti,e effects of a business co1:ibination have
been unsolved for the most part at the date of this writing.
Early in this period t\,10 methods for recordinr; a business
combination began to emerge.

The traditional method. for recording

a combination was as a "purchase."

In this instance assets of the

acquired corporation are recorded at cost or their fair value, whichever is more clearly evident.

This is not unlike the treatment

given to any asset which is acquired by a corporation.

;\ business

is vie1,1ed by a potential investor or purchaser as a "p:oing concern"
and the value that such a per-son is willing to give is often ..::·ar
r:reater than t'.1e book value of the assets he is acquiring.

'ihen

a business combination is treated as a purchase the accountant is
94

faced with the problem of recognizing whether a difference, if any,
exists between the value of the assets acquired and the value of
the consideration given to acquire the assets.

To reconcile the

two figures an intang-ible asset called eoodwill has traditionally
been reCO{jnized on the books of the acquiring corporation.

The

propriety of recognizing goodwill \·1as challenged by some.

Many

who would show r.oodwill on a balance sheet did not know what to
do \\Tith it after it had been recognized.
In an attempt to eliminate the probler.1s encountered when re
cording a business combination as a purchase a second method was
developed and imr.i.ediately gained much popularity.

This method,

called the pooling of interests method, c:id not involve the recog
nition of r:oodwill.

Using this r.12ttod did not necessitate a new

basis of accounting for the assets exchanced.
\'Jith t\\TO methods available to recorc'. a combination tl:e ac
countant was now forced to choose which of t;'.e alternatives would
be the most appropriate for a [:iven business cor::bination.

An ac

ceptable or realistic criterion has never been developed, however,
to p.1ide the recorder in choosing bet\'Jeen the two accounting methods.
The opinions of the American Institute of Certified Public Accountants
as an attempt to establish workable criteria were either so vague
that they could be interpreted in almos·t any manner, or else they
were devoid of lor,ical treatment because they .ignored the economic
nature of a business combination.

l\fi thout acceptable criteria for

choosing: one method over the other, it became the accountant's
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choice as well as management's to select the methoct ,-1hich would
In most instances

appear to yield the most favorable results.

this resulted in the pooling of interests method being used.
The fact that the pooling of interests method was ,1holly in
appropriate for recording many combinations became of secondary
importance in consideration of the advantages of simplicity and
increased earnint=;s and earnings per share.

The effects of re

cording a business combination as a pooling of interests (when
it should have been recorded as a purc:iase) were seldom acknowledged.

A ccounting

writers satisfied tl1emsclves by noting that

the pooling of interests method ,·1as certainly gaining in popu
larity and that there seemed to be inadequate criteria for
determining when, in fact, the method should be used and when it
should not.
In this study t:1e tv,o conce!Jts ct.:::rently acceptable for re
cording business combinations a..:e reco�·nized.

Illustrations of

the .frequently r.tl-sunderstood nethods involved with each concept
are r;iven.

'l11e criteria used to distinguish ,·:hich method is to

be used are noted to be illogically conceived and inappropriate.
More than simply acknowledging that t.-10 methods are available
to record a business combination, it is shown ,1hat the effect will
be when one method is chosen over tt.e other.

T'nrough the use of

a model, it is revealed that simply by selecting an accounting
method, earnings, earninrs per share, market values of securities,
capital structure and hence financial strength and cost of capital
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may be sip-nificantly effected.

It is argued that both methods

must be subjected to careful examination for the purpose of at
tempting to justify their acceptability in accordance

\•Ji th

gen

erally accepted accounting principles.
To determine accurately the acceptability of an accounting
method, it is first necessary to examine the nature of the economic
event which is being recorded.

It is found that in all but a few

rare instances a business corabination is essentially an exchange
transaction.

Therefore, it s!:ould be reco rded as such.

The only acceptable methoci. for recordinr, an exchange trans
action is to value the assets, and/or equities, exchan;:ed at their
cost or fair value, 1·1hi c'.:ever is more clear 1 y evident.

The only

accounting method for recordin:- business combinations (lesitmed for
this purpose is t::e purchase method.
To account accurately for a business combination, tl�e economic
nature of a combinatL:.1 :,:ust be appraised.

In all but a fe\•J in

stances, t�1e nature of a bus::.ness combinatior: is that of an exchange
transaction.
Tl.,e poolinG of interests r:cthod of recording business co .
binations is inappropriate for recording an exchan�e transaction.
An exchange transaction must be recorded at the fair value
or cost of tllat which is beinc; excha.11ged.

The purchase method of

recording a business combination records the exchange at its fair
value or cost if done in accordance with cenerally accepted ac
counting principles.

9S
The market values of securities •given to effect a combination
is an acceptable basis of reflectinr, the fair value or cost exchan�ed in a business co�bination.
Goodwill i s properly recorded on the books of the acquiring
corporation as an asset.

This asset may remain .on the books of the

corporation as loni as gooc�tJill is clearly present or it may be
amortized by systematic charges a{;ain st income over the estimated
life of the purcliased goodwill.
In the absence of an exchanGe tr:1..,saction, the pooling of
interests method is appropriate for rcco::-din� a business combination.
In a relatively few business co:-:binations an exchanr,e trans
action may exist when the co::,bination -·ore closely resembles a
pooling.

For such a situation to be Dresent the constituents to

the combination should be of suc::1 a rel2.tive size to ma.lee it im
possible to deternine uhich entity is to be absorbed and which
entity is absor·oL.. t11c other.

Purt!K:rz:ore, the in�e·.�t of all

parties in t,1e c0:'.1oi 12.tion ::::.:st be to forr.1 a new en-::i t�, and not
merely increase the relative size of one constituent over a..--i.other.
If such characteristics are present it :1ay be appro1.)riate to record
suc!1 a combination as a "fair value pooling" rather ttan as a
purchase.

Eo.•rever, such a cor.ibination is not a poolini of in-

terests.
1i1e crit eria currently in use to distinf,Uish \•1hen a co1:,bin
ation is to be classified as a purchase and when it is a pooling
of interests should be dis carded and considered irrelevant to the
probler.1 of .:-ecording business conbinations.
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The current u se of the poolinf; of interests concept should
be considered not in accordance with generally accepted account
ing principles.
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